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The value of Talcott’s Financing Service to 
American business and industry is reflected in 
the growth of client sales volume processed an- 
+ nually ... now well over the billion dollar mark. 
A very substantial part of this growth has re- 
sulted from accountants referring their clients 
to us for their financing needs. We are always 
ready to co-operate in any way. 
If you’d like a free copy of the Talcott Basic 
Data File which explains our financing and fac- 
toring services, just write. We’d welcome the 
opportunity to be helpful. 
Talcott Financing Services .. 

e Accounts Receivable (Non-Notification) 

e Factoring (Notification & Non-Notification) 

e Inventories and Equipment Mortgages 


@ Industrial Time Sales @ Leasing 
@ Rediscounting 


James Talcott, Inc. 
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Other offices or subsidiaries: CHICAGO * DETROIT * MINNEAPOLIS 
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Mr. Accountant: 


IT’S THE AMERICAN WAY OF LIFE... 





















and do better... 


KACH SUCCEEDING YEAR 


{ successful businessman is never satisfied with last year’s 

results for he knows he must continue to grow. improve his product, 
and provide better customer services in order to meet 

the competition in his particular field. 


MR. “MEADOW BROOK” . , : ph rae 
Why not advise your client to utilize the facilities 


of The Meadow Brook National Bank’s accounts receivable 
and/or inventory revolving finance pian to enable him 

to continue growing and take advantage of the advice 

and counsel of our experienced credit oflicers 


who are ready to serve him. 
Meadow Brook’s revolving credit at LOW BANK RATES 
makes this American Business way of life possible. 


FOR FURTHER INFORMATION WRITE TO: ACCOUNTS RECEIVABLE DIVISION 


60 Hempstead Avenue, West Hempstead, N. Y. or stop in at any one of our 54 offices 
located throughout Greater New York and on Long Island. 
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Accounting News And Trends 


PRODUCTIVITY OF AN ACCOUNTANT’S 
TIME 

In his article cryptically entitled 
‘Time is Not Money” (The Report, 
Colorado Society of CPAs, August 
1960), Mr. Marcel Learned discusses 
how accountants might increase their 
fee income. His major emphasis is on 
the need for proper cost determination 
so that there can be satisfactory bud- 
geting and profit planning. 

The author assumes that most of- 
fices have computed the cost of ac- 
counting personnel for each hour de- 
voted to the work of clients but asks 
if these items were considered: 

¢ Adequate compensation for your- 

self. (This item is often overlooked 

in small offices. ) 

¢Cost of life insurance carried on 

the chief partner to protect the prac- 

tice and assure some continuity. 

¢ Allocation of the non-productive 

time expense as a direct cost of do- 

ing business. 

Apparently, Mr. Learned practices 
what he preaches about long-term 
planning for each year he makes a 5- 
year projection and believes that the 
time required is more than compen- 
sated by the increased productivity and 
profits. In his own office he analyzes 
work done in relation to fees received 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Accounting Procedure 
and is Program Director of the Brooklyn 
Chapter of the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis 
College. He is also professor of taxation at 
the New York Law School. 


as a help in planning for greater profit. 
A summary of these statistics of a firm 
employing 23 people may be of inter- 
est: 

Percent 


of Produc- Percent 
tive Hours of Fees 





Conference and 
Financial Planning 11 25 


WE siinsisccireeeres 11 6 
TI siscsiessciniansniebieu 50 41 
Tax Returns ......0.... 14 11 
Tax Planning .......... 14 17 


In conclusion, the author points out 
that: “Too many times we believe that 
because we are professional people, 
cost controls, budgeting and future 
planning are not for us. It is my firm 
belief that nowhere can the practitioner 
devote a limited amount of time more 
wisely and profitably than in planning 
his future goals and programs in order 
to increase his fees and his ultimate in- 
come.” 


CHARTS AND GRAPHS IN 
ACCOUNTANT’S REPORTS 

“Graphic Presentation in Financial 
Reports” by Leslie W. Kinser (CPA 
Ledger, Oklahoma Society of CPAs, 
December 1960) raises again the fa- 
miliar question as to why CPAs fail 
to use charts and graphs in their long- 
form reports. 

The author cites a publication by the 
Research Department of the AICPA 
entitled ‘““Long-Form Report Practice” 
which analyzed 62 reports from 39 
accountants and found that not a single 
chart or graph had been used. This is 
in marked contrast to the practice of 
the accounting departments of business 
firms where in recent years there has 
been wide use of these devices. CPAs 
readily admit that graphic presentation 
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Lillian Sapadin 
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(corner of 42nd Street) 
MUrray Hill 2-5346 - 2-7364 
* Since 1940 * 














is a unique way of describing and in- 
terpreting financial data, but neverthe- 
less, they are reluctant to use this tech- 
nique. Perhaps the following quotation 
from the article may cause them to 
reconsider their attitude: 


“Accountants have been slow to em- 
ploy graphic presentation in financial 
reporting because (1) they consider 
graphs to be less exact than tabular 
material and (2) many accountants, 
especially those in public accounting, 
assume them to be difficult to prepare 
and reproduce. The first of these rea- 
sons is sound, but is not a serious ob- 
jection if graphs are used as a supple- 
ment to financial data. The second 
objection is not true of the simpler 
type of graph as the preparation of 
curve, bar and column charts does not 
require either special training or high 
reproduction costs. Photostating solves 
the problem of reproduction where 
only a few copies are needed. In quan- 
tities of more than fifty, multilithing or 
photo-offsetting is economical. For the 
line or curve chart ruled graph paper 
may be used. The curves are plotted 
in pencil and then inked in. If more 
than one curve appears in the graph 
the curves may be differentiated by 
using a heavy line, a light line, dots, 
dashes, dot and line, or double line. 
In the preparation of bar and column 
charts the bars may be cut from ad- 
hesives sold by producers of materials 
for this type of graphic presentation. 
These come in various patterns to pro- 
vide shading contrast and may be re- 
moved and replaced without damage 
to the surface. Letterings may be done 
with the aid of lettering guides, by 
hand, or with a typewriter.” 


BASIC BOOKS FOR THE 
ACCOUNTANT’S LIBRARY 


The newly created and rapidly grow- 
ing literature on accounting has posed 
a problem to public libraries in making 
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a selection of books commensurate 
with the needs of the community for 
information and understanding in this 
field. An article entitled “A Selection 
of Accounting Reading for Public Li- 
braries” appearing in the Library Jour- 
nal (March 1, 1960) is being circu- 
lated to its members by the Michigan 
Association of CPAs with the sugges- 
tion that the books listed be used “as 
part of your individual program of 
continuing professional education.” 

The procedure used in selecting 
these books was: 67 books were nom- 
inated by the librarian of the AICPA 
and submitted to nine specially quali- 
fied members. These members then 
voted independently by mail for those 
books which they believed would pre- 
sent a “balanced” list that would be 
useful to the lay public and cover the 
whole field of accounting. Because of 
this objective the list as a whole should 
not be regarded as a “recommended 
accounting library” but the list of the 
23 books should be of interest to all 
CPAs. 

The voting indicated that certain 
books fill undisputed niches in the pro- 
fessional literature of accounting. Two 
of them were recommended by all nine 
voters: John L. Carey’s “Professional 
Ethics of CPAs” and Saul Levy’s “Ac- 
countants’ Legal Responsibility.” Two 
other books received eight out of nine 
votes: “The CPA and His Profession” 
and Eric Kohler’s “Dictionary for Ac- 
countants.” Two other books received 
seven out of nine votes: “Duties of 
Junior and Senior Accountants” and 
the eighth edition of “Montgomery’s 
Auditing.” The other 17 listed books 
and their authors were: The Account- 
ants’ Index, American Institute of Cer- 
tified Public Accountants; Practical 
Application of Accounting Standards 
—Carman G. Blough; Report of Com- 
mission on Standards of Education 
and Experience for Certified Public 
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Accountants; Principles of Accounting, 
Introductory, Intermediate and Ad- 
vanced (3 volumes)—Finney & Mil- 
ler; Practical Financial Statement 
Analysis—Roy A. Foulke; Interpreta- 
tion of Financial Statements—Graham 
& McGolrick; Accounting Systems in 
Modern Business—Eldred A. Johnson; 
Studies in the History of Accounting— 
Littleton & Yamey, eds.; Accounting 
for Non-Accountants—John N. Myer; 
Report Writing for Accountants—J. 
Palen; Essentials of Accounting—W. 
A. Paton; Integrated Auditing—Pelou- 
bet & Heaton; SEC Accounting Prac- 
tice and Procedure—Louis B. Rappa- 
port; Budgeting, Profit-Planning and 
Control—Glenn A. Welsh; Encyclo- 
pedia of Accounting Systems (5 vols.) 
—Williams & Williams, eds.; Execu- 
tive’s Guide to Accounting—H. S. 
Wittner; Accountants’ Handbook— 
Rufus Wixon, ed. 


BUSINESS ATTACK ON THE HIGH 
COST OF TAXES 


The Tax Letter (January 1961), 
published by the Tax Society of New 
York University, contains excerpts 
from a speech by that Society’s Presi- 
dent, Mary C. Valouch, concerning 
the development of the status of the 
tax accountants on company stafis. 
Some of the ideas presented were: 

For manufacturing companies in 
this country, taxes are the third largest 
cost of doing business, exceeded only 
by costs of material and labor. Be- 
cause of this, organizations are focus- 
ing their attention on control of tax 
costs. Other major cost control func- 
tions in a business entity are generally 
segregated. Likewise, effective control 
over taxes can be accomplished by 
segregation of this function. Corporate 
tax work is being handled more and 
more by specially trained employees 
who are familiar with the application 
of various state, local, and federal tax 
laws. 


€ 
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Far from being isolated, this tax 
group has found that close contact 
with other departments such as Mar- 
keting, Legal, Accounting, and Manu- 
facturing is essential. The size and 
nature of the business usually governs 
the size of the tax group and whether 
the tax function should be centralized 
or decentralized. 

To date there has been no standard- 
ized training program comparable to 
that which has been established for 
CPAs. Such a program will be neces- 
sary in the future. It took 50 years 
for the CPAs to achieve the profes- 
sional standards they now enjoy. The 
situation for the tax accountant re- 
quires a healthy blend of patience and 
persistence. 


UNCLE SAM’S TAX “BITE” 


A Commerce Clearing House chart 
entitled ““How Much Tax” summarizes 
91 years (1866 to 1956) of federal tax 
collections, both in total and on a per 
capita basis. The chart also shows 
the cost of collection, the U. S. popu- 
lation, and the number of Internal 
Revenue Service employees. 

With few exceptions, the table shows 
that the government’s appetite for taxes 
has grown steadily. Per capita, the tax 
“bite” was lowest in 1885—$1.98. 
This moved slowly upward to $7.92 
in 1917. With our entry into World 
War I, it jumped 500% to $35.70 in 
1918. At the low point of the Great 
Depression, 1932, there was a drop- 
off to $12.48 a person. The high 
point of World War II was reached in 
1945, when each of us paid $312.86. 
Fiscal 1956, the last year on the chart, 
was the costliest year of all—$446.86. 
C.C.H. advised, in response to an in- 
quiry that the trend has continued up- 
ward and that the collection for fiscal 
1960 was $508.37 per “head” for each 
and every one of us. 
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MATERIAL FOR THE SYSTEMS MAN 
The California CPA Quarterly (De- 
cember 1960) announces the avail- 
ability of “The Proceedings of the 
Fourth Annual Accounting Systems 
Conference,” a 240-page plastic 
bound syllabus containing 25 papers 
that constitute a comprehensive pre- 
sentation of almost every facet of 
“systems” work. Some of the titles are: 
“How to Conduct a Systems Study,” 
“Cost Controls Through Effective Re- 
ports,” “Better Systems Through Bet- 
ter Forms,” “New Opportunities,” and 
“Profiting from Management Services.” 
The book is available from The Cali- 
fornia Society of CPAs, 530 West Sixth 
Street, Los Angeles 14. Price $4.00. 


CONSULTATION SERVICE PROGRAM 


The AICPA’s State Society News- 
letter (November-December 1960) 
states that considerable interest has 
developed in the report of the CPA 
Consultation Service Committee de- 
livered at the annual meeting in Phil- 
adelphia. The Committee was natu- 
rally gratified by the many requests 
for further information but believed 
it inappropriate to respond in detail 
until it had completed the pilot pro- 
grams being conducted in Texas and 
Oregon. The Committee is in the pro- 
cess of preparing a kit for interested 
State Societies, which will show them 
how to proceed step-by-step in de- 
veloping and publicizing the service. 

Briefly, the concept of the service 
contemplates the free exchange of 
ideas and confidential consultation to 
practitioners by CPAs who have repu- 
tations for solid knowledge in the 
areas of practice management, ac- 
counting and auditing, tax practice or 
management advisory services. It does 
not contemplate consultation on highly 
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technical matters requiring extensive 
research by the consultant or elaborate 
written reports which more properly 
belong in the category of referrals, 
What it attempts to do is to formalize 
the informal consultation that is go- 
ing on all the time by providing prac- 
titioners with a list of fellow CPAs 
in their states who have expressed a 
desire to help. THE END 
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Letters to the Editor 


DISCOURAGE TAX SEASON 
ADVERTISING 


Probably one of the greatest irritants 
to our profession is the fact that at this 
time of year many signs and other 
forms of advertising appear setting 
forth the expertness of individuals pre- 
paring income tax returns for small 
fees. We are constantly asking our- 
selves what can be done to eliminate 
this as well as the use of such terms 
as ‘tax experts,’ ‘tax accountants,’ ‘tax 
consultants,’ ‘expert accountants,’ ‘ex- 
pert tax accountants,’ and such similar 
designations. 

In view of this, I believe that the 
members of our Society will be inter- 
ested in the provisions of a recently 
enacted State law as well as other pre- 
cepts relating to this problem. 

1. Section 7408 of Article 149 of 
the Education Law of the State of New 
York states that after April 1, 1961 
“Any person shall be guilty of a mis- 
demeanor who shall use . . . the desig- 
nations . . . ‘expert accountant,’ ‘cer- 
tified tax accountant,’ ‘tax account- 
ant.” This will apply not only to 
CPAs and enrolled public accountants, 
but to any person using any such 
nomenclature. 

2. The Committee on Professional 
Ethics of The American Institute of 
Certified Public Accountants has ren- 
dered an opinion that a member is 
liable to expulsion or suspension if he 
should describe himself as a ‘tax con- 
sultant,’ ‘tax expert,’ or use any similar 
phrase. This opinion was adopted as 
the result of the approval by the insti- 
tute’s Council of the Statement of Prin- 
ciples Relating to Practice in the Field 
of Federal Income Taxation by the 
National Conference of Lawyers and 
Certified Public Accountants. 

3. The Code of Federal Regulations 
governing authority to practice before 
the Treasury Department similarly con- 


tains provisions relating to rules of pro- 
fessional conduct. Section 10.21 of 
this Code states: “Enrolled agents who 
are certified public accountants or pub- 
lic accountants shall conduct them- 
selves and their practice before the 
Internal Revenue Service in accordance 
with recognized ethical standards ap- 
plicable to certified public accountants 
or public accountants generally.” This 
would therefore make the rules of 
practice adopted by The American In- 
stitute equally applicable to practice 
before the Treasury Department. Fur- 
thermore, Section 10.50 of the Code 
gives the Secretary of the Treasury the 
authority to suspend or disbar from 
practice before the Internal Revenue 
Service any enrolled agent who refuses 
to comply with their rules and regula- 
tions. 

4. In 1948, in the Bercu decision, 
the Appellate Division enjoined Mr. 
Bernard Bercu, a Certified Public Ac- 
countant, “. . . from holding himself 
out or assuming, using or advertising 
himself as a tax counsel, tax counsellor 
or tax consultant, or by any equivalent 
designation . . . .” While this case 
relates to a person who is not an attor- 
ney, it should be noted that the canons 
of ethics of the American Bar Associa- 
tion prohibit lawyers from advertising 
a special branch of law practice. 

In conclusion, it is therefore clear 
that any person, whether or not a CPA 
or public accountant, who uses the des- 
ignations ‘tax accountant,’ ‘expert ac- 
countant’ or ‘expert tax accountant,’ 
might be guilty of a misdemeanor. Fur- 
thermore, under the Bercu decision 
no person, other than an attorney, may 
in New York State, hold himself out 
as ‘tax counsel,’ ‘tax counsellor’ or ‘tax 
consultant.’ Also if a CPA or attorney 
uses these designations or that of a ‘tax 
expert,’ they would violate the rules 
of professional conduct. 
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As members of our Society, we owe 
it to our profession to avoid any of the 
above designations. If others violate 
these rules, we should call it to their 
attention. Where the violator is a cer- 
tified public accountant and, in spite of 
our advice, continues to disregard these 
rules, we should notify our Society. 

As a Director of our Society and 
former Chairman of its Federal Taxa- 
tion Committee, I strongly believe that 
the elimination of these practices will 
be one more step in raising the level 
and respect of the accounting profes- 
sion before the public. 


HERBERT M. MANDELL, CPA 
(Clarence Rainess & Co.) 
New York, N. Y. 


FURTHER REFLECTIONS 
ON cR-131 


January’s issue of The New York 
CPA contained an article by Mr. 
Bernard Perlman explaining the re- 
quirements of The Annual Report 
of Charitable Organizations to the 
New York State Department of Social 
Welfare, as well as a letter from Mr. 
Max Wasser of our Society offering 
further suggestions for improvements 
to The Annual Report (form CR- 
131). As both writers pointed out, 
there has been excellent cooperation 
between our Society and the Depart- 
ment of Social Welfare in developing 
the statutory requirements and the 
reporting procedures. The Society is 
in wholehearted agreement with the 
Department’s objectives and _ seeks 
only to apply its professional experi- 
ence and knowledge to the solution 
of the accounting and reporting prob- 
lems which face the agencies affected. 
With this in mind, I offer the follow- 
ing comments. 

Mr. Perlman’s article notes the 
lack of “acceptable accounting prin- 
ciples” for nonprofit organizations 


and implies that the Department will 
not hesitate to impose its own “prin- 
ciples” in areas where, in its view, 
none have become “generally ac- 
cepted.” However, there are areas 
in which generally accepted account- 
ing principles do exist, but the De- 
partment overlooks them in its desire 
for simplified and standardized re- 
porting. Some examples are cited 
below. 
1. Mr. Wasser criticizes the com- 
bination of transactions of un- 
restricted and restricted funds into 
one set of figures. He is on solid 
ground here, since accountability 
by funds is certainly accepted as a 
principle of accounting for non- 
profit organizations. The require- 
ment to combine transactions of 
all funds in a single statement re- 
sults in a report which is not 
meaningful, particularly for the 
large and complex organizations. 
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No one financing institution is 
always the best in all situa- 
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The accounting profession must 
continue its disapproval of this 
type of reporting. 

2. Generally accepted accounting 
principles, both for commercial 
and nonprofit organizations, ex- 
clude from income proceeds of 
loans or security sales. Yet we are 
instructed to report these items as 
“income” for cash basis organiza- 
tions, while loan repayments or 
security purchases are to be shown 
as “expenditures.” Inclusion of 
such items in a statement which 
purports to show income is repug- 
nant to professional accountants. 
We must urge the Department to 
clear up its definitions of “income” 
and “expenditures” or to accept a 
properly labeled statement of cash 
receipts and disbursements for cash 
basis organizations. 

3. With regard to depreciation, it 
is true that no accounting principle 
has become generally accepted for 
all nonprofit organizations. How- 
ever, the Department has refused 
to accept the applicability of de- 
preciation accounting to any non- 
profit organizations which solicit 
contributions, on the grounds that 
inclusion of depreciation expense 
in operating costs “makes the con- 
tributor pay twice.” This conclu- 
sion is based on the assumption 
that all capital outlay will be fi- 
nanced by special contributions 
sought for such purposes. This is 
not necessarily the case. There 
may be good reason to apply de- 
preciation accounting to a non- 
profit organization and the report- 
ing organization should be allowed 
to report in the same manner as 
it keeps its accounts, with appro- 
priate disclosure. 


Independent public accountants are 
Properly concerned about the form 
of opinion which has been made part 


of form CR-131. The words “fairly 
represents the financial operations of 
the organization” are written into the 
law, but the “financial statement” 
required by the Department may not 
be a true reflection of the income 
and expenses, as we have seen. Fur- 
ther, it is by no means a complete 
financial report since neither a bal- 
ance sheet nor statements of changes 
in fund balances are included. Until 
such time as the report is refined to 
present results of operations in the 
light of accounting principles for 
nonprofit organizations, I am_ sure 
that public accountants would be 
happier with an opinion which re- 
fers only to “financial transactions” 
or “financial data” and avoids any 
implication that “results of opera- 
tions” are presented. 

One further observation might be 
made on the reporting of income. 
Distributions to affiliates, chapters, 
etc. are required to be reported along 
with any other grants or distributions, 
and are reported as income by the 
recipient. If the original recipient of 
funds is a reporting agency, it would 
seem that such redistributed amounts 
must be included as income twice in 
the accumulated statistics. 

Finally, it seems that Mr. Perlman 
pointed out the major weakness in 
the “standard simplified reporting” 
approach as applied to reports of 











BLADES & MACAULAY 
INSURANCE ADVISERS 


& 
Complete Surveys of 


Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2, N.J. 
Established 1926 
MArket 3-7801 


LETTERS TO THE EDITOR @ 157 











The new 
HALOID XEROX 


Copies anything written, printed, 
typed or drawn. 

It copies from any original — 
letter, invoice, statement, receipt, 
contract ... even pages of bound 
volumes — no damage to original. 

It copies all colors, with sharp 
black-on-white fidelity. Nothing 
is omitted. Every copy is photo- 
exact, legally acceptable. 


ALSO 


Tax RETURNS REPRODUCED— 
TYPING SERVICE 


Lillian Sapadin 


501 Fifth Avenue, New York 17 


corner of 42nd Street 


MU 2-5346 — 2-7364 
Since 1940 














FREE! 
MANAGEMENT AIDS 


BULLETINS 





Our monthly series of Manage- 
ment Aids have met with great 
acceptance among Accountants, 
and we are continually receiving 
many requests for additional copies. 
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operating results when he said “. . . a 
contributor can compare a _ report 
filed here by a hospital with that 
filed here by a boy scout council.” 
Surely, there is no comparison to be 
drawn between the actual operations 
of a hospital and a boy scout council. 
How, then, can we compare the 
financial results of their operations? 
The fund-raising function is probably 
the only one common to all types of 
charitable organizations, and _ there- 
fore the only one whose results should 
be compared with others without 
regard to the type of organization. 
The present form CR-131 is inade- 
quate for reporting results of opera- 
tions, except for small, uncompli- 
cated agencies. A standardized report 
of fund-raising activities showing re- 
sults and costs, accompanied by a 
complete set of financial statements 
which have been examined and re- 
ported on by an independent certified 
public accountant, would be much 
more meaningful, particularly for the 
large and complex agencies which, 
after all, receive and are accountable 
for the major portion of the public’s 
contributions to charitable organiza- 
tions. 
JOHN C. OVERHISER, CPA 
Chairman, Committee on Account- 
ing for Nonprofit Organizations 
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Book Reviews 


ACCOUNTING TRENDS AND TECHNIQUES 
IN PUBLISHED CORPORATE ANNUAL RE- 
PORTS (FOURTEENTH EDITION, 1960) 


Fourteenth annual survey of cor- 
porate annual reports by the re- 
search department of The American 
Institute of Certified Public Ac- 
countants, New York, N. Y., 1959, 
Pages vii + 274; $18.00. 


Accountants and others interested 
in following the course of the devel- 
opment and standardization of re- 
porting techniques and _ principles, 
look forward to the annual publication 
of The American Institute of CPAs’ 
report survey, “Accounting Trends 
and Techniques.” The 14th Edition— 
1960 provides another glimpse at 
a constantly changing scene, as it 
reports on changes and developments 
observed from a review of 600 pub- 
lished reports of public corporations. 
In addition there are included ex- 
cerpts from and comments on un- 
usual accounting treatments found in 
500 additional corporate reports. 
This edition is a worthy extension of 
its predecessors and is deserving of 
a prominent place in an accounting 
reference library. 

The survey, which consists of 274 
pages, over 1,000 actual illustrations, 
101 tables and 17 exhibits, is di- 
vided into five sections covering 148 
aspects of financial statements and 
auditors’ reports. The _ financial 
statements of the 600 corporations 
were audited by 58 certified public 
accounting firms or individual prac- 
titioners. 

One of the interesting trends 
brought out by the survey is that the 
term “earned surplus” is rapidly los- 
ing ground to more modern terms 
such as “retained earnings.” “Earned 


surplus” was used by only 190 com- 
panies in 1959; whereas 501 com- 
panies used it in 1948. 

The term “allowance” was used on 
the balance sheet in connection with 
uncollectible accounts in 282 reports 
compared with the use of “reserve” 
in 157 reports in 1959. In 1950, 
“allowance” was used in only 169 
reports and reserve in 248. 

Another term gaining greater ac- 
ceptance is “accumulated deprecia- 
tion” or “allowance for depreciation” 
used 378 times in 1959 as compared 
with 206 times in 1950. “Reserve” 
or “Reserve for depreciation” was 
used in 124 reports in 1959 as com- 
pared with 275 in 1950. 

Of the 530 corporations with sub- 
sidiaries, 262 presented financial 
statements with all of the subsidiaries 
consolidated and only 19 presented 
no consolidated statements. The 
most common reason for excluding 
subsidiaries from consolidation was 
that they were foreign or, if domestic, 
that their operations were  non- 
homogeneous. 

In all 600 reports, the accountants 
used the short-form report recom- 
mended by The AICPA or a modifi- 
cation of that report. Every exami- 
nation, with one exception, was made 
in accordance with generally ac- 
cepted auditing standards. The one 
exception was caused by the lack of 
confirmation requests to certain for- 
eign customers. The accountants 
expressed an unqualified opinion in 
526 reports. In the other opinions 
the major qualification was of the 
consistent application of generally 
accepted accounting principles. 

This well-indexed book gives the 
accountant a birdseye view of impor- 
tant accounting aspects of 1959 pub- 
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lished financial statements, and dem- 
onstrates the trend for the last decade. 


LesTER A. LEIGHT, CPA 
(Anchin, Block & Anchin) 
New York, N. Y. 
COST ADMINISTRATION: 
CASES AND NOTES 


By Earl D. Bennett, PRENTICE- 
HALL, INc., Englewood Cliffs, N. J., 
1960. Pages: 3 +- 606; $10.00. 


While accounting theory forms the 
backbone and framework of the 
knowledgeable accountant, it is the 
experience in the practical problem 
which eventually gives substance and 
life to the work of the professional 
accountant. In recent years the field 
of accountancy has broadened its 
horizons at an accelerated pace. To- 
day, it is the accountant who can 
direct and design systems for effective 
planning and control and help in 
other management areas—the man- 
agement advisor, rather than the col- 
lector or reporter of accounting data— 
who is in growing demand. There- 
fore, it is natural that a book of cases 
covering modern techniques of cost 
control, budgetary procedures, sys- 
tems design and the latest cost ac- 
counting concepts would be of special 
interest to the practicing accountant. 

The author of Cost Administration 
has selected his case material with an 
eye towards the undergraduate, grad- 
uate and post-graduate levels of col- 
lege work. Although the text appears 
to be designed for an advanced course 
in developing skills “in effective plan- 
ning and control of internal activity 
of the firm”, the practicing accountant 
will nevertheless find a wealth of in- 
formation and cost techniques which 
could be used by him in “manage- 
ment services” for his clients. The 
cases presented (37 in number) are 
varied as to subject matter and indus- 
try as well as in ideational content. 


Problems covered are in actual, stand- 
ard and direct costing techniques in 
both process and job-order operations, 
management decisions in the areas of 
pricing, cost control and financial 
reporting, capacity costing, production 
and inventory controls, systems design 
and data processing including com- 
puter applications. 

The easy pace of development, the 
portrayal of actual business situations 
and the extreme readability of the text 
are exceptionally fine attractions of 
this book. Each case, presented in a 
thoroughly professional manner, in- 
troduces the reader into an engage- 
ment for a specific client, chatting with 
personnel in the organization, sitting 
in on meetings of committees and 
writing reports of findings. Because 
of the nature of case problem study, 
the book doesn’t attempt to furnish 
explicit or set answers. However, due 
to the considerable space given to the 
background and development of each 
problem or concept, the reader is 
made aware of the various alternatives 
and their implications. Many exhibits, 
charts and tables are utilized in each 
case and the topical index of case 
coverage as well as the short bibliog- 
raphies of selected readings in current 
literature add materially to the text’s 
value. It is noteworthy that the au- 
thor has succeeded in bridging the gap 
between general theory and practical 
application. It is up to each reader 
to make the most of it. 


DAVID FRANKEL, CPA 

(Hudson Pulp & Paper Corp.) 

New York, N. Y. 

THE PROFESSIONAL EDITION OF YOUR 
INCOME TAX 


By The J. K. Lasser Tax Institute. 
Simon and Schuster, New York, 
N. Y., 1960. vii + 341; $9.95. 


The extensive role of the CPA 
in today’s business world leaves him 


BOOK REVIEWS e@ 161 








with somewhat less than full-time for 
the analysis and interpretation of in- 
come tax developments. The com- 
plications of the tax law have become 
so involved that quick and accurate 
guidance has become a fundamental 
requisite for the non-full-time advo- 
cate. A highly commendable effort 
in this direction is the J. K. Lasser 
Tax Institute’s newly released initial 
printing of “The Professional Edition 
of J. K. Lasser’s Your Income Tax,” 
consisting of four parts, the first of 
which is the complete 1961 edition of 
the familar annual tax guide “Your 
Income Tax.” 

The filing of a tax return is not 
necessarily the end of the relationship 
between taxpayer and government. In- 
spection and examination of tax re- 
turns lead to differences and disputes 
between taxpayer and government 
which must be resolved and settled at 
various levels of adjudication. In the 
preparation and handling of protests 
and claims, the need for source ma- 
terial becomes a matter of important 
consideration. 

In recognition of these needs, three 
additional parts have been developed 
which greatly widen the scope of this 
issue and enhance its usefullness to 
the professional practitioner. 

Part II concerns itself with “What 
makes up the Tax Law,” a condensed 
analysis of the various legislative, ad- 
ministrative and judicial sources of 


the tax law. 

Part III contains the citations of 
authority for the text and material in 
Part I. 

The fourth section entitled “Prac- 
tice before the Treasury” includes the 
matters of how returns are examined 
as well as the handling of refunds and 
the arrangements of closing agree- 
ments. It encompasses the relation- 
ship of the taxpayer to the Treasury, 
from the filing of his return up to the 
litigation of a tax dispute. 

Informal conference procedures are 
an integral part of the Treasury de- 
partments audit and settlement pro- 
gram. On October 4, 1960, the Com- 
missioner of Internal Revenue, the 
Hon. Dana Latham, stated in an ad- 
dress before the General Meeting of 
The New York State Society of Cer- 
tified Public Accountants, that it is of 
paramount importance not only that 
tax controversies be disposed of ex- 
peditiously but also that the number 
of cases going on to Appellate and the 
Tax Court be held to a minimum. 
Lasser’s “Professional Edition of Your 
Income Tax” spells out the steps and 
preparations clearly and concisely and 
should modify the reluctance to use 
the informal conference on the part 
of some practitioners. 


HowarD H. SERLIN, CPA 
(Queens College, School of 
General Studies) 

Flushing, New York 


ANYONE LISTENING? 


A recent study of communications within 100 firms concluded 
that vice presidents understand only 67% of what they hear from 
the board of directors and top management. Just one out of five 
messages from the brass “gets through” to individual plant workers. 
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the Your CPA Society has from its very inception 
ad- been the medium of furnishing technical advice to its 
(of members—and “for free.” The Managing Editor of the 
er- New York Certified Public Accountant devotes a substan- 
hi tial part of his Society time to answering members’ ques- 
7 tions in many areas of accounting practice. Committee 
we chairmen and members, both in the Metropolitan Area 
he and in the Chapters, have for many years regularly 


assisted members, also answering and clarifying count- 


m. 

ur less questions presented to them. 

nd Now we are moving forward to encourage, expand 

nd and formalize this service to our members. At the Janu- 

se ary 1961 meeting of the Society’s Board of Directors, 

irt the Society adopted, in principle, the formal plan of the 

American Institute of CPAs which captions this page— 

A The CPA Consultation Service—Advice is Yours for the 

of Asking. Ask for it when you need it! This plan is al- 

5) ready in effect in Oregon and Texas. 

k Our members, through timely seeking of advice, 
should be able to obtain the required help to retain, 


instead of possibly losing, a client—all by rendering 
proper service. Of at least equal significance is the 
maintenance and raising of the standards of the CPA 
profession. We are judged all too frequently by our 
lowest denominator. This program should enable us 
to approach the ideal of all CPAs being “par excellent.” 

The advisory services will be provided by qualified 
members of our Society who are willing to join in im- 
plementing this program. Members seeking aid must, 
of course, be mindful of the fact that the main function 
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of the advisors will be to help members solve their problems, 
themselves, by pointing out how that can be done. They will, 
in this framework, help clean up difficult points, confirm or 
modify conclusions already reached, or direct the inquirer to 
sources within his reach for more detailed information. 

There will be no charge for such services. However, should 
substantial services be requested, that may be possible on a 
referral basis. In that event, members may expect that our 
Society’s rule on referrals will be observed and that clients 
will not be contacted, directly or indirectly, without the prior 
approval of the referrant. 

The areas that should attract most interest will include 
management of an accounting practice, accounting theory and 
auditing procedure, management advisory services, and tax prac- 
tice. 

This message is designed primarily to present advance 
information of this significant and forward-looking move in our 
Society’s service to its members. A committee has been ap- 
pointed to complete the required details. A formal bulletin 
should be available in due course to our membership providing 
the necessary details to implement the program. 

In the foreword to the booklet released by the Institute at 
its September 1960 annual meeting on this subject, J. S. Seid- 
man, then its President, wrote: 


“The CPA Consultation Service makes real the idea 
of a professional family. It bespeaks the interest of one 
CPA in another and the readiness to share time, experi- 
ence, and talents. 


“The availability of the consultants is inspiring. The 
availability of the service is itself, regardless of actual use, 
a source of assurance, strength, and solidarity.” 
We, of The New York State Society, are happy to espouse 
these principles. 


BENJAMIN GRUND, 
President 
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Fiduciary Income Taxes 


By BERNARD BARNETT, CPA 


1960 has seen the passage of legislation which has completely 
revolutionized the basic concepts underlying New York taxation 
of income of estates, trusts and beneficiaries. In this article, 
the author sets forth some of the more important changes, com- 
ments on their significance and notes their interrelationships 
with the pertinent provisions of the Internal Revenue Code. 


Legislation in 1960 radically al- 
tered many of the most important 
principles underlying the taxation of 
income of estates and trusts in New 
York State. Enactment of Article 22 
of the New York Tax Law (the so- 
called conformity statute) resulted in 
the incorporation into State law of 
the basic concepts of Subchapter J of 
the Internal Revenue Code. Effective 
for taxable years ending on and after 
December 31, 1960, these new provi- 
sions alter completely the basic rules 
governing the income taxation of es- 
tates, trusts and beneficiaries. In ad- 
dition, amendment of the New York 
Estate Tax Law has further changed 
the rules governing fiduciary income 
taxation. 

In most instances, the new federal 
concepts are automatically entered into 
the New York tax calculation when 





BERNARD BARNETT, CPA, is a partner 
in the firm of Apfel & Englander, certified 
public accountants, and a lecturer on ac- 
countancy and taxation at the Bernard M. 
Baruch School of Business and Public Ad- 
ministration of the City College of New 
York. Mr. Barnett, a past chairman of the 
Fiduciary Accounting Committee of our 
Society, is currently serving as a member of 
the Committee on Federal Taxation and of 
the Publications Committee. 


the New York State fiduciary income 
tax return for 1960 is prepared. The 
starting point in filling out Form IT 
205 is the “federal taxable income of 
fiduciary,” the amount shown on Line 
24 of the U. S. fiduciary income tax 
return, Form 1041. By means of this 
simple expedient, the basic Internal 
Revenue Code provisions governing 
the income taxation of estates and 
trusts are carried over into the New 
York return. The remainder of the 
tax calculation consists of adjusting 
the federal taxable income in order to 
permit a $600 New York exemption 
instead of that allowed for federal 
purposes and then of adding to or sub- 
tracting from the income taxable to the 
fiduciary the specific adjustments set 
forth in Sec. 618 and 619 of Article 
22. In general, these adjustments are 
the same as those which must be made 
on the New York State individual in- 
come tax returns and include such 
items as the subtraction of U. S. bond 
interest income and the addition to 
income of New York State income 


taxes paid. 


DISTRIBUTABLE NET INCOME 
Beneficiaries of estates and trusts 

now get the full benefit of the federal 

“distributable net income” concept 
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(Sec. 643, IRC) for New York in- 
come tax purposes. Prior to 1960, 
beneficiaries were taxed on their New 
York returns on all income required 
to be, or actually distributed to them. 
Beginning with 1960, the amount tax- 
able to the beneficiaries will be limited 
to the distributable net income of the 
estate or trust. This, in effect, reduces 
the income taxable to the beneficiaries 
by the amount of the deductions 
chargeable to the principal or corpus 
of the estate or trust. 

Under Article 16 of the New York 
State Tax Law (the governing income 
tax statute in 1959 and prior years), 
these principal expenses could not 
be used to reduce income taxable 
to the beneficiaries and were usually 
wasted. Legal fees, principal commis- 
sions and other expenses chargeable 
for fiduciary accounting purposes to 
principal could formerly not be used 
to reduce the New York capital gains 
tax even though such gains constituted 
principal under New York State es- 
tate and trust law. The old New York 
rules were similar to those of the 1939 
Internal Revenue Code which were 
changed in 1954 to avoid, according 
to the Congressional Committee re- 
ports, the wasting of principal deduc- 
tions. In this area alone the New York 
State conformity statute is a great 
boon to beneficiaries. 


INCOME IN RESPECT OF A DECEDENT 


The final New York income tax re- 
turns of decedents who died in 1959 
or previous years had to reflect all 
income earned even though this in- 
come had not been received prior to 
death, in spite of the fact that the 
decedent had always used the cash ba- 
sis in preparing his income tax re- 
turns. Thus, with one exception 
granted in the statute, all income had 
to be accrued on the decedent’s final 
New York State income tax return. 
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Beginning with 1960, New York 
treatment of income accrued at death 
has been conformed to the applic- 
able federal rules. No longer must in- 
come be accrued on the death of a 
cash basis taxpayer. Such income is 
not taxed for federal purposes on the 
decedent’s final return and since, pur- 
suant to Article 22 of the State Tax 
Law, the adjusted gross income shown 
on the federal income tax return is con- 
verted into New York adjusted gross 
income, the final New York return 
of the decedent will not include income 
accrued at the date of death. No 
longer is there any need for a separate 
New York decedent’s final income tax 
return, and Form IT 206 has been 
discontinued. 

The federal rules governing the tax- 
ability of income in respect of a de- 
cedent (Sec. 691(a), IRC) are now 
part of New York law. Such accrued 
income will be taxed to the estate or 
beneficiary receiving the income. The 
income will retain the same nature 
and be taxed to the same extent as it 
would have been if received by the 
decedent while he was still alive. 

One of the specific adjustments per- 
mitted under the new conformity stat- 
ute prevents the double taxation of in- 
come in respect of a decedent which 
was properly accrued and taxed on 
the final New York income tax of a 
decedent who died prior to 1960. 
This adjustment provides for the sub- 
traction of the amount of such income 
received in 1960 or a subsequent year 
and included then in the estate’s or 
other recipient’s federal gross income 
(Section 612(c)(f)(5), Article 22). 


DOUBLE DEDUCTIONS 


Certain unpaid deductions of the 
decedent are treated in a manner sim- 
ilar to income in respect of a decedent. 
They are not accrued on the dece- 
dent’s final return (unless he always 
filed on the accrual basis) but are de- 
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ductible for federal income tax pur- 
poses when paid by the estate or bene- 
ficiary. These deductions are limited 
to business expenses, taxes, interest 
and expenses for the production or col- 
lection of income, incurred by the de- 
cedent but unpaid on death (Sec. 
691(b), IRC). Except for taxes on 
income, these deductions are auto- 
matically allowed in computing New 
York taxable income when the federal 
itemized deductions are reflected on 
the New York return. 

These specific items of deduction 
are now allowable as double deduc- 
tions for New York State tax purposes 
as they are for federal. In addition 
to being deductible for income tax 
purposes, such items of accrued ex- 
penses are properly deductible as 
debts of the decedent on both the fed- 
eral and New York State estate tax 
returns. 


DEDUCTION FOR ESTATE TAX 

The deduction allowed on the fed- 
eral income tax return for federal es- 
tate tax attributable to income in re- 
spect of a decedent (Sec. 691(c), 
IRC) will now reduce New York tax- 
able income. Unfortunately, New York 
does not allow an additional deduction 
for .the New York estate tax attrib- 
utable to such income even though 
the amount of such income is taxable 
under both the New York Estate Tax 
and Income Tax Laws. 


ADMINISTRATION EXPENSES 


Both the Internal Revenue Code 
(Sec. 642(g)) and the New York 
Tax Law (Sec. 249s) permit the ex- 
ecutor to deduct expenses incurred in 
administering an estate on either the 
estate tax or income tax returns. Ex- 
ecutors’ commissions, legal fees, ac- 
counting fees and other estate admin- 
istration costs may be deducted, when 


paid, in full on either return or split 
in any proportion desired among the 
estate and income tax return. 

Formerly, although this election was 
available for both federal and New 
York tax purposes, there was no re- 
quirement that the same choice be 
made for both. Thus, administration 
expenses were often deducted on the 
New York estate tax return, since, un- 
til recently, the maximum estate tax 
bracket was 20% while the highest 
New York State income tax bracket 
was 7%. However, for federal tax 
purposes, the same expenses were 
often deducted on the federal income 
tax return, since an estate’s income 
tax bracket was often higher than its 
applicable federal estate tax bracket. 

Under an amendment to the New 
York State Estate Tax Law (to Sec. 
249s of Article 10-C, effective June 1, 
1960), the election made by the execu- 
tor relating to the tax returns on which 
administration expenses are deducted 
for federal tax purposes is now binding 
for state purposes. The executor when 
making the election for federal pur- 
poses must now not only consider the 
effect on federal taxes, but also the 
New York consequences. 


OTHER ELECTIONS 


The amendment to the New York 
Estate Tax Law noted above also 
provides that the federal election taken 
by the executor with respect to the 
proper return on which to deduct cas- 
ualty and theft losses incurred is also 
binding for New York purposes. 

Medical and dental expenses in- 
curred by the decedent but unpaid at 
death are deductible for federal pur- 
poses either on the estate tax return 
as a debt of the decedent or on the 
income tax return of the decedent cov- 
ering the period during which the ex- 
penses were incurred (Sec. 213(d), 
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IRC). This election, not available 
previously, is now part of the state 
tax law and, once again, the choice 
made for federal purposes is binding 
for New York State. 


INCOME TAX BASIS OF PROPERTY 
ACQUIRED FROM DECEDENT 


For New York State estate tax pur- 
poses, the decedent’s gross estate must 
be valued at fair market value on the 
date of death. No optional valuation 
date is permitted. Nevertheless, the 
New York income tax adjusted basis 
of property acquired from the decedent 
by the estate or beneficiary, is now, 
under the conformity statute, the value 
placed on such property in the federal 
estate tax return. This value is either 
the fair market value at the date of 
death or, if the executor so elects, the 
alternate valuation date provided for 
in Sec. 2032, IRC. 

The federal adjusted basis will de- 
termine the amount of gain or loss 
realized on the sale or exchange of 
property acquired from a decedent re- 
portable on the federal income tax 
return. Such gains or losses will now 
automatically be reflected in New York 
taxable income. 

There is, however, one exception to 
this rule. Sections 612(c)(4) and 
618(2) of Article 22, New York Tax 
Law, authorize an adjustment reducing 
federal adjusted gross income for the 
portion of any gain from the sale or 
other disposition of property having a 
higher adjusted basis for New York 
income tax purposes than for federal 
income tax purposes on December 31, 
1959 (or on the last day of a fiscal 
year ending during 1960 prior to De- 
cember 31) which does not exceed 
the difference in basis. If, however, 
the gain is considered a long-term 
capital gain for federal income tax 
purposes, the deduction is limited to 
50% of such portion of gain. This 





adjustment is particularly applicable 
where the New York income tax basis 
of property acquired from a decedent 
who died prior to 1960 (date of death 
value) was higher than the federal ad- 
justed income tax basis because of the 
use of a lower alternative valuation on 
the federal estate tax return. 


SIMPLE AND COMPLEX TRUSTS 


A new concept, previously foreign 
to New York State fiduciary income 
taxation, is the classification of trusts 
as simple or complex. The “accumu- 
lation distribution” concept and _ the 
five-year throwback rule (Sec. 666, 
IRC) are now part of the New York 
law. It is true that in the past accumu- 
lation distribution problems have not 
been too common to New York trusts 
since most types of complex trusts 
giving rise to such problems could not 
be created under the existing trust law. 
Effective September 1, 1959, however, 
the New York State Real Property and 
Personal Property Laws were amended 
to permit the accumulation of income 
for other than a minor. The distribu- 
tion of accumulated income to a minor 
on his 21st birthday does not give 
rise to an accumulation distribution 
(Sec. 665(b)(1), IRC). Under pres- 
ent New York trust law many ac- 
cumulation and discretionary trusts are 
being created and New York tax prac- 
titioners will now be faced with all the 
complications attending the taxation 
of complex trusts. 


TAXABILITY OF CAPITAL GAINS 


Under the former New York Income 
Tax Law (Article 16), all capital 
gains realized by an estate or trust were 
taxed to the estate or trust even though 
such gains were distributable to bene- 
ficiaries. The new law conforms to the 
federal rule which taxes the benefici- 
aries on any capital gains distributed 
to them. 
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DEDUCTIONS AND LOSSES ON The beneficiaries will also obtain the 
TERMINATION benefit on their individual returns of 
any unused net operating loss or capi- 
aaa tal loss carry-over of the estate or trust 
roperty on termination of an estate es 

we on termination (Sec. 642(b), IRC). 


or trust will now, for New York State , 
ome tax purposes, get the benefit Prior to 1960, such unused carry-overs 
of the and excess deductions were not al- 


Beneficiaries succeeding to the 


of deductions for the excess , 
trust’s or estate’s deductions which ex- lowed to any beneficiary under New 
ceed income in the year of termination. | York law and were completely wasted. 
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The Regulation of Employee 
Welfare Funds By the 
New York Banking Department 


By Hon. Louis GuROCK 


Tue rising importance in the national 
economy of employee welfare funds is 
emphasized by a comparison of pen- 
sion and other welfare funds held by 
banks in New York State. The total 
of such funds for state and national 
banks has rocketed from 54 funds 
with an aggregate book value of $296 
million in 1936 to 4,087 funds aggre- 
gating $13 billion on September 30, 
1959.! 

With the enactment of the Mitchell- 
Hollinger bill in 1956, New York 
took legislative cognizance of the fact 
that these funds are affected with a 
public interest. 

The bill added Article III-A to the 
Insurance Law and Article II-A to the 
Banking Law. These laws define em- 
ployee welfare funds as trust funds 
established or maintained jointly by 
one or more employers with one or 
more labor organizations to provide 
medical, surgical, hospital, sickness, 
accident, disability, death, unemploy- 





1OUIS GUROCK is the Assistant to the 
Deputy Superintendent in charge of the 
Employee Welfare Fund Division, New 
York State Banking Department. This ar- 
ticle was adapted from 2 paper presented 
by him at a technical meeting held on De- 
cember 2, 1959 under the auspices of the 
Society’s Committee on Employee Benefit 
Plans. 


ment and retirement benefits for em- 
ployees, their families or dependents 
or both.? 

Not all pension and welfare funds 
are subject to registration. Funds 
which were established and are being 
maintained unilaterally by manage- 
ment or labor alone are excluded from 
registration. 


BANKING DEPARTMENT JURISDICTION 


An employee welfare fund must 
register with the Banking Department 
when the over-all management of such 
fund is vested, alone or jointly with 
the other trustees, in a corporate trus- 
tee (bank) which is subject to super- 
vision by the Superintendent of Banks 
of this or any other state or is a mem- 
ber of the Federal Reserve System.’ 
All other covered funds must register 
with the Insurance Department.* 

The need for a clarification of the 
respective jurisdictions of the Banking 
and Insurance Departments was one 
of the early problems faced by the two 
departments. It was agreed that a fund 
is to be registered with the Banking 
Department when the bank performs 
functions as trustee or agent beyond 
those of a custodian, depositary or 
investment advisor. The term “invest- 
ment advisor” means a bank which 
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makes investment recommendations, 
but is authorized to carry out only 
such transactions as the administrator 
may first approve or affirmatively di- 
rect. Where the bank has general 
authority to make investments, acting 
alone or subject to veto or affirmative 
disapproval by the administrator, the 
bank shall be deemed to exercise 
powers beyond those of an investment 
advisor. 

No fund is required to register with 
both the Insurance and the Banking 
Department. If it is found that the 
conditions which originally required 
registration with one department no 
longer exist and that new conditions 
require registration with the other de- 
partment, the fund is transferred to the 
proper agency together with pertinent 
data and documents. 


REGISTRATION 


Trustees of a covered fund must file 
a “Registration Statement” with the 
Banking Department within three 
months after commencing business in 
New York.5 The registration® must be 
accompanied by the following: 

1. Plan as amended to date. 

2. Trust indenture as amended to 
date. 

3. Any separate trust indenture or 
other instrument appointing a bank 
or trust company to act as trustee or 
agent. 

4. Any collective bargaining agree- 
ment or agreements, or the provisions 
thereof, relating to the plan or fund. 

5. Any booklet or other written 
material descriptive of the plan or 
fund that is given or made available to 
participating employees. 

6. Latest financial statement, trus- 
tee’s account or accountant’s report, 
if any. 


ANNUAL REPORTS 


Two reports, recently revised for 
use by funds with a fiscal period end- 


ing December 31, 1959 and subse- 
quently, must be filed annually with 
the Superintendent of Banks within 
five months of the closing of a fund’s 
fiscal period. One is an annual state- 
ment and supplement in which the 
trustees are required to answer a series 
of interrogatories designed to set forth 
certain basic facts pertinent to the 
operations of the funds.’? In addition, 
the report calls for a statement of 
assets and liabilities, a summary of 
operations, and a series of supporting 
schedules. 

The second report, called the “An- 
nual Report,” also includes a state- 
ment of assets and liabilities and a 
summary of operations. In addition 
to the required filing of the “Annual 
Report” with the Banking Depart- 
ment, the trustees make available for 
inspection and shall distribute or pub- 
lish copies of this report® in the fol- 
lowing manner: 

1. A copy of such report shall at all 
times be kept on file at the principal 
office of the trustees and shall be 
available for inspection during reason- 
able business hours by any employee- 
member, contributing employer or 
participating labor organization. 

2. A copy of such report shall be 
mailed or delivered personally to each 
employee-member, contributing em- 
ployer and participating labor organ- 
ization not later than thirty days after 
it is required to be filed with the 
Superintendent. 

3. Publication of such report within 
such thirty-day period in a periodical 
mailed or delivered to all employee- 
members, contributing employers and 
participating labor organizations shall 
be deemed compliance with item (2) 
above, provided that attention is di- 
rected to such publication on the first 
page or the cover of the periodical, 
in type not less than 18 point. 

The burden of preparing the annual 
statement and report has been light- 
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ened by the agreement of the Banking 
Department to accept the filing of a 
copy of U. S. Department of Labor 
Form D-2 in lieu of nine pages of the 
annual statement.1® Where a copy of 
Form D-2 has been filed in lieu of the 
above-mentioned parts of the annual 
statement, the Summary Statement 
of Assets and Liabilities and the Sum- 
mary Statement of Receipts and Dis- 
bursements of Form D-2 may be sub- 
stituted for the corresponding state- 
ments in the “Annual Report” of the 
Banking Department. 


EXAMINATIONS 


Recognizing that audit and review 
are integral coniponents of effective 
supervision and control, the Employee 
Welfare Fund Act requires the Super- 
intendent of Banks to examine every 
fund at least once in every five years."! 
The Superintendent is further author- 
ized to make other examinations as 
often as he deems them necessary." 

The time spent on the Department’s 
examination program ranged from a 
low of 4 days to a high of 60 days 
with an average of 22 man days per 
fund. Some of the factors which affect 
the time spent on examinations are as 
follows: 

1. The type of industry and condi- 
tions in the industry. 

2. The size of the fund as to: as- 
sets and liabilities; number of em- 
ployers; number of employees; and 
number of pensioners. 

3. The length of time fund has 
been in existence. 

4. The extent of participating in the 
over-all management of the fund by the 
corporate trustee. 

5. The type of investments. 

6. Whether or not professional 
aides are employed (e.g., accountant, 
counsel and actuary). 

7. The availability of records (e.g., 
general ledger; cash receipts and dis- 


bursements; official minutes; and rec- 
ords on employers and employees). 

8. The degree of cooperation from 
fund personnel. 

9. The quality of administration. 

10. Working conditions available 
to the examiner. 

Examinations of employee welfare 
funds are generally started with prior 
notice to the fund. In this respect, 
there may be little difference between 
the examiner and the outside auditor. 
The point of departure is, however, in 
the general areas to be reviewed. Con- 
trasted to the auditor whose work is 
usually dictated by the terms of his 
engagement, the examiner is required 
by law to “examine into the affairs” 
of the employee welfare fund.’* The 
broadness of this mandate leaves it up 
to the Department to determine the 
scope of examination. Unlike the out- 
side accountant whose audit period is 
limited generally to a month, a quarter, 
six months, but rarely over a year, the 
examiner’s first examination may ex- 
tend back to the inception of the fund 
and normally may cover a five-year 
period in subsequent examinations. 
Because of this probable _ interval 
between examinations, it is hardly 
likely that the same examiner will visit 
a fund a second time. Each examina- 
tion may, therefore, be a first engage- 
ment. 

The examination starts with a physi- 
cal count of cash and securities, if any, 
held at the fund office. Before proceed- 
ing with his work, the examiner fa- 
miliarizes himself with the plan. the 
trust agreement, the collective bargain- 
ing agreement, the latest accountant’s 
report, actuarial valuation and the an- 
nual accounting of the corporate trus- 
tee. In addition to reviewing the min- 
utes of the board of trustees and per- 
tinent correspondence, the examiner 
makes a general ledger and cash jour- 
nal audit, reconciling accounts, evalua- 
ting assets, testing income and expenses 
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and confirming assets and contributions 
when deemed necessary. 


A copy of the report of examination 
is forwarded to the fund and each 
trustee or board man is advised of the 
transmittal of the report which consists 
of the following seven schedules. 


1. “Examiner’s Comments” basic- 
ally set forth the scope of the examina- 
tion, outline general over-all policy of 
the fund and call attention to unsatis- 
factory situations disclosed by the ex- 
aminations. Suggestions for improve- 
ment of the fund’s administration and 
operations appear in this section. 

2. “Basic Provisions of the Fund” 
describes in capsule form the coverage, 
contribution, administration, operation 
and benefit provisions of the plan. 

3. “Comparative Statement” com- 
pares the assets and liabilities at ex- 
amination date with the figures shown 
on the latest annual statement filed 
with the Banking Department. 


4. “Summary of Operations” com- 
pares operations of the period since 
the end of previous fiscal period with 
those of the previous fiscal year. 

5. “Investments” segregated by 
type and analyzed by maturity as of 
examination date are compared with 
corresponding statistics at the close of 
the previous fiscal year. 

6. “Fund Officials and Aides” are 
listed in this schedule together with 
their compensation from the fund and 
their outside affiliations. 

7. “Questionnaire” to be completed 
and signed by one employer repre- 
sentative and one union-appointed rep- 
resentative, is designed to provide the 
examiner with certain basic statistics 
and to disclose major areas of policy 
as well as matters which may involve 
conflicts of interest. 

All reports of examination and in- 
vestigation are confidential and may 
not be reproduced in whole or in part 


without the written approval of the 
Superintendent of Banks."* 

The examiner’s report serves as a 
conduit through which the trustees are 
informed of those items which do not 
conform to the requirements of law, 
the plan, or sound accounting and in- 
ternal controls. Listed below are the 
major examination exceptions cited 
by examiners in the order of their 
frequency: 

1. Failure to periodically review 
fidelity coverage. 

2. Unapproved pensions or pen- 
sions improperly approved. 

3. Lack of a system designed to as- 
sure the fund that it has received all 
the contributions to which it is entitled. 

4. Allocation of expenses between 
affiliated funds on either an arbitrary 
basis or an incorrect one. 

5. Securing the services of an ad- 
ministrator who acts as an independent 
contractor, without outlining his duties, 
responsibilities and limitations. 

6. Ledgers left unposted for an ex- 
cessive time. 

7. Board of trustees left unaware 
of a potentially dangerous contribution 
arrears situation. 

8. Board does not review expenses. 

9. Corporate trustee and fund ac- 
counting for investments on different 
bases. 

10. Inability of the fund to show 
some proof that pensioner’s age has 
been verified. 

11. Failure of the board to review 
reports submitted by actuaries, ac- 
countants and corporate trustees. 

12. Lack of vouchers to support 
expenditures when the Declaration of 
Trust or Pension Plan specifically pro- 
vides for them. 


COMMON INTEREST WITH 
ACCOUNTANT 


The common interest of the ex- 
aminer and the independent account- 
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ant is at once obvious. The bank ex- 
aminer is the certified public account- 
ant’s best friend. He has been sug- 
gesting that every welfare fund be 
audited at least annually. The Depart- 
ment wants the job done by qualified 
accountants, adequately paid. An an- 
alysis of the funds registered with the 
Banking Department shows that the 
number of funds which do not employ 
certified public accountants have been 
reduced from 40 percent at the end of 
1956 to 28 percent by the beginning 
of 1960. It is axiomatic to say that 
when we find a poorly run fund, we 
also find that the trustees have skimped 
on the accountant’s fees. 

In some funds, no member of the 
official personnel has had any book- 
keeping training or experience. They 
can draw a check or make a record 
of a deposit, but it goes little further. 
Every entry in the general ledger or 
general journal is the auditor’s. And 
upon inquiry, official personnel cheer- 
fully admit they know nothing about 
it and couldn’t possibly explain it. 
Sometimes, the basis for the entry— 
and this is particularly true where 
there are allocations of revenue or ex- 
pense between several funds operated 
from the same office—appears only 
in the auditor’s workpapers. And 
where are the workpapers? In the ac- 
countant’s office which may be some 
distance away from the fund’s office. 

Further, closing and adjusting en- 
tries occasionally are pretty sketchy. 
Faced with either of the above situa- 
tions, the examiner has no alternative 
but to request the accountant to come 
to the office to explain the entries in 
question. In such cases the examiner 
has been delayed, the accountant is 
inconvenienced and may lose a day’s 
work, or the fund may have to pay 
him for an additional day unnecessar- 
ily. 


Admittedly, neither fund personnel 
nor an accountant who has to live with 
a fund’s records, can afford to operate 
them solely for the convenience of an 
examiner who is calling once in five 
years. For that reason, the examiner 
is reluctant to suggest changes in a sys- 
tem that seems to be working satisfac- 
torily from the fund’s viewpoint. Thus, 
he is more likely to suggest that the 
fund consult with its independent ac- 
countant in regard to an accounting 
phase which he feels is unsatisfactory. 
For example, the examiner is very 
much concerned with knowing that 
the fund receives all contributions to 
which it is entitled. Many funds do 
not know whether they do or not. 
Seldom will the examiner suggest a 
method whereby they can be so as- 
sured. Usually, he will suggest that 
they consult with their accountant in 
order to devise a method. 

When an accountant has verified 
with employers the contributions re- 
ceived, the examiner will try not to 
duplicate such verification. It would 
be very helpful to the examiner if the 
auditor were to outline the scope of 
his examination in his report. 

Finally, there are a number of funds 
administered by sincere, hardworking, 
and well-meaning trustees. These may 
be union officials who have spent a 
long time in the trade. They may be 
small employers who known their own 
business thoroughly. But many have 
one thing in common—they are com- 
pletely unfamiliar with the operation of 
a welfare fund. The job of steering 
them straight belongs to the profes- 
sional man, the actuary, the attorney, 
and most of all because he usually 
has the most contact, the certified pub- 
lic accountant. Where a fund is in the 
hands of a competent accountant the 
examiner’s job becomes easier. The 
more the examination is facilitated, the 
less time is spent on it and conse- 
quently the smaller will be the exami- 
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nation charge and obviously the 
greater will be the value of the ac- 
countant to his client. 
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Revenue Rulings of 
1960-Income Tax 


(CONTINUATION ) 


By SAMUEL A. DYCKMAN, CPA 


EXCHANGES AND TRANSFERS 


A transfer of units of participation 
in a common trust fund from one trust, 
of which the taxpayer is the sole bene- 
ficiary, to another trust, of which the 
taxpayer is also the sole beneficiary 
will, generally, not constitute a “with- 
drawal” of a participating interest so 
as to result in a recognized gain or loss. 
(60-256). But distributions of cash or 
securities to participants in two com- 
mon trust funds upon a merger of the 
funds, in order to eliminate fractional 
units of participation will be treated 
as proceeds from the sale or exchange 
of such fractional interests. (60-240). 

An exchange of nonmarketable 
2% % Treasury Bonds, Series B-1975- 
80, for Federal National Mortgage As- 
sociation 4% mortgages guaranteed by 
the VA constitutes a taxable exchange. 
(60-25). A corporation pursuant to 
a reorganization, exchanged nonde- 
faulted noninterest bearing debentures 
which had been issued at a discount 
for a new ten year debenture. When 
the new debentures are redeemed prior 
to or at maturity, that part of the 





SAMUEL A. DYCKMAN, CPA is associ- 
ated with Robert Simons & Co., certified 
public accountants. Mr. Dyckman, a mem- 
ber of our Society's Committee on Federal 
Taxation is also a lecturer on taxation at the 
Baruch School of Business and Public Ad- 
ministration, The City College of New York, 
and an editor of the Journal of Taxation. 


redemption value which represents 
original issue discount is taxable as 
interest income. (60-37). 

A sale for cash and simultaneous 
leaseback of business property for a 
term of 30 years constitutes in sub- 
stance a single integrated transaction 
under which there is an “exchange” of 
property of like kind with cash as 
boot. (60-43). Gain realized on the 
sale of a residence is taxable when the 
proceeds are used to purchase an ac- 
commodation in a retirement home 
rather than to purchase an interest in 
a new residence. (60-135). 


EXPENSE VS. CAPITAL EXPENDITURE 


A pro-rata portion of the cost of 
installing water lines and meters in a 
real estate development is to be in- 
cluded in the cost of each lot for 
purposes of determining gain or loss, 
even though the developer might be 
reimbursed for all or part of such 
payment. (60-3). Costs incurred by a 
corporation in connection with the 
issuance of its capital stock in pay- 
ment of a stock dividend is not deduct- 
ible as an ordinary and necessary busi- 
ness expense. (60-254). Under stated 
facts, only one percent of an annual 
“premium deposit” paid by a taxpayer 
under a “subscriber’s agreement” with 
a reciprocal flood insurance program 
constitutes a deductible expense. The 
balance represents a nondeductible 
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contingent deposit. (60-275). Special 
assessments against commercial prop- 
erties for a city parking lot in the area 
are not deductible. They constitute 
assessments against local benefits of a 
kind tending to increase the value of 
the property assessed. (60-327). 


EXEMPT ORGANIZATIONS 


The mere claim of exemption from 
tax does not relieve an organization 
from filing income tax returns and pay- 
ing the tax. Although the filing of form 
990 or 990A before the organization 
has established exemption will not meet 
the return requirements, such informa- 
tion return will start the running of 
the statutory period of limitations on 
assessment of tax in the event the 
organization is held to be taxable for 
the year for which the return is filed. 
(60-144). Social and recreational ac- 
tivities carried on by an alumni associa- 
tion which are merely incidental to its 
basic purpose of promoting the inter- 
ests and welfare of the university with 
which it is affiliated, do not of them- 
selves preclude such organizations from 
tax exemption as an educational or- 
ganization. (60-143). An organization 
whose activities are primarily directed 
toward encouraging greater participa- 
tion in governmental and political af- 
fairs is not exempt as an educational 
organization; it may qualify as a social 
welfare organization. (60-193). Al- 
though a tax-exempt social club may 
occasionally make its club facilities 
available to outside organizations and 
groups, it will no longer qualify where 
it makes such facilities available on a 
regular recurring basis. (60-324). A 
non-profit organization will not qualify 
for exemption where its sole activity is 
the publication and sale of a magazine 
to the general public. (60-351). In- 
come derived by an exempt agricul- 
tural organization from the operation 
of club facilities, consisting of a restau- 
rant, bar and cocktail lounge is taxable 


as unrelated business income. (60-86). 
Its income from services in connection 
with insurance programs and property 
management services will be similarly 
taxed. (60-228). Rental income from 
the lease of railroad tank cars by an 
exempt employees trust to an industrial 
company is also taxable as unrelated 
business income. (60-206). 


FELLOWSHIP AND 
SCHOLARSHIP GRANTS 


Russell Sage Foundation awards to 
qualified sociologists, social psychol- 
ogists and anthropologists qualify as 
excludable fellowship grants. (60-72). 
Grants to selected scholars in cancer 
research paid by the American Cancer 
Society through certain institutions as 
administrators similarly qualify. (60- 
130). But amounts received by spe- 
cially selected teachers from a special 
study group endowed by a public grant, 
to teach their students by use of experi- 
mental text material produced by the 
study grant, is compensation for ser- 
vices rendered rather than a nontaxable 
fellowship grant. (60-274). 


FOREIGN INCOME AND TAX CREDITS 


Earnings from the American Red 
Cross for services performed abroad 
may qualify for the foreign income ex- 
clusion since the Red Cross is not con- 
sidered a U. S. agency. (60-36). A 
U. S. citizen, domiciled in the Virgin 
Islands is required to pay into the 
treasury of the Virgin Islands his tax 
on income derived from all sources, 
both within and without the Virgin 
Islands. (60-291). Commissions re- 
ceived by a corporation organized and 
operating in a foreign country from a 
domestic corporation, for securing pur- 
chase orders from foreign customers, 
is treated as income from sources with- 
out the U.S. (60-55). The tax upon 
“chargeable income” paid to Jamaica 
by a U. S. corporation at a maximum 
rate established by contractual agree- 
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ment with the Jamaican Government 
under its income tax law qualifies for 
the foreign tax credit. (60-146). 
Enumerated Brazilian income taxes 
also qualify for the credit. (60-56). 


GOODWILL 


The existence of transferable good 
will may be recognized in connection 
with the sale of a business or profes- 
sion, the success of which is not de- 
pendent solely on the owners personal 
skill. But where the business is de- 
pendent solely upon personal skills, no 
element of good will exists irrespective 
of whether or not there is an assign- 
ment of the firm name. (60-301). 


GUARANTORS 


Losses incurred by a noncorporate 
guarantor of debts of an insolvent 
or liquidated corporation are deduc- 
tible only as short term capital losses. 
(60-48). 


INSTALLMENT METHOD 


Under a Cycle Budget Account 
Plan, a form of a revolving credit plan, 
a customer is extended credit of a 
specified amount and is permitted to 
purchase goods up to his credit limit. 
He is required to pay monthly the 
smaller of the balance in his account or a 
stated portion of the maximum amount 
of credit. Although Consolidated Dry 
Goods Company (180 Fed. Supp. 
878) held such plan constitutes an in- 
stallment plan, the Service rules the 
fact that sales are made pursuant to 
a revolving credit plan is not deter- 
minative of whether such sales qualify 
under the installment method of ac- 
counting. (60-293). Liabilities of the 
seller assumed by the buyer in con- 
nection with the purchase of real prop- 
erty, are considered as payments re- 
ceived in the year of sale for purposes 
of the 30% test. (60-52). In com- 
puting gross profit on installment 
sales, a dealer of personal property 
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must include as part of his “total con- 
tract price” applicable federal excise 
taxes and local taxes, but only if im- 
posed on the dealer. (60-53). An ac- 
crual basis retailer may not deduct 
as an expense in the year of sale the 
retailers excise tax applicable to in- 
stallment payments not received dur- 
ing the taxable year. (60-229). 


INVENTORIES 


A livestock raiser using the unit- 
livestock-price method in valuing his 
inventory has an election either to in- 
clude all purchased draft, breeding, or 
dairy animals in inventory, or to cap- 
italize them. The election once made 
is binding for future years. (60-60). 
Specialists in securities can elect LIFO 
to value inventories held for sale to 
customers. (60-321). Even though a 
taxpayer who elects to treat the cut- 
ting of timber as a sale or exchange 
adopts LIFO, he may, in financial 
statements to stockholders and for 
audit purposes, use an inventory re- 
serve reflecting the difference between 
the fair market of the timber cut and 
its adjusted cost basis, determined 
without reference to such fair market 
value. (60-244). 


INVOLUNTARY CONVERSIONS 


The involuntary conversion benefits 
apply to an award for anticipated 
flooding damages to a plant caused by 
the construction of a dam by a pub- 
lic utility. Use of the damage pro- 
ceeds to enable the plant to take pro- 
tective measures as a safeguard against 
the flooding, is treated as the acquisi- 
tion of property similar or related in 
use to the property involuntarily con- 
verted. (60-69). 


LEASE VS. SALE 


A so-called rental contract, under 
which a taxpayer acquires the use of 
equipment over the entire period of 
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its useful life, and the payments for 
use over a relatively short period ex- 
ceeds the outright purchase price, con- 
stitutes a purchase of equipment. (60- 
122). Where under a contractual ar- 
rangement a taxpayer acquires the use 
of business equipment for substantially 
less than its useful life with no pro- 
vision for renewal, the arrangement 
constitutes a lease. And when the 
payments for such use are so arranged 
that the initial rentals are much higher 
than the later ones, the high initial 
rentals are deemed to be advance rent- 
als and the allowable rental deduction 
will be determined by apportioning 
such payments over the term of the 
lease. (60-122). 


LIFE INSURANCE COMPANIES, BANKS, 
ETC. 


An insurance company, other than 
life or mutual, is not required to in- 
clude in gross income bond discount 
attributable to market fluctuations 
even though the annual statement ap- 
proved by the National Convention of 
Insurance Commissioners provides for 
such accrual. (60-306). Authorized 
late filing of 1958 returns by life in- 
surance companies will not affect the 
1959 estimates due before the 1958 
return is actually filed. (60-13). The 
Service enumerates examples of real 
and personal property to be excluded 
by a life insurance company from the 
term “assets” (under section 805 (b) 
(4) ) used in carrying on the insur- 
ance business. (60-35). 

A non-renewable, single premium, 
health and accident insurance contract 
issued alone or in conjunction with a 
life insurance contract, which does not 
impose an obligation on the issuing 
company to renew the contracts at a 
specified premium to the age of 60 or 
more, does not constitute a noncan- 
cellable life, health or accident policy. 
Therefore. the unearned premiums 


and unpaid losses on such contracts 
may not be included as part of “life 
insurance reserves.” (60-54). Where 
a company which has computed its 
life insurance reserves on a prelimi- 
nary term basis elects to revalue such 
reserves on a level premium basis by 
using the “approximate” method, the 
reserves attributable to noncancellable 
accident and health insurance contracts 
must be revalued under the “exact” 
method, since the latter reserves are 
incapable of meeting the formula con- 
tained in the “approximate” method. 
(60-61). 

Even though the code and regula- 
tions do not expressly state so, a regu- 
lated investment company is entitled 
to carry over net capital losses to suc- 
ceeding taxable years in the same man- 
ner as other corporations. (60-217). 
A bank’s exemption from taxes be- 
cause of insolvency terminates when 
the bank’s balance sheets show earn- 
ings in excess of outstanding deposi- 
tors’ claims. (60-139). Gains and 
losses resulting from continuing and 
substantial sales by a bank of FHA 
and VA insured mortgages for the 
purpose of obtaining additional funds 
with which to cover increasing de- 
mands for loans are considered ordi- 
nary gains or losses. (60-346). 

In determining the earnings and 
profits of a natural gas company for 
tax purposes, the fact that certain 
items are recorded on the books in 
conformance with the rules of the 
Federal Power Commission is not con- 
trolling. (60-123). 


LIQUIDATIONS 


A purchase by a new corporation of 
all of the stock of a “going business” 
of another corporation, followed by 
the complete liquidation of the latter 
into the former, entitles the continu- 
ing corporation to a stepped up basis 
in the assets received without regard 
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to the purpose or the intent of the ac- 
quiring corporation. (60-262). The 
same result follows under the 1939 
Code. (60-246). Where there is a 
genuine contraction of corporate ac- 
tivity to constitute a partial liquida- 
tion, a corporation may distribute not 
only the proceeds of the sale of assets, 
but also the portion of the working 
capital reasonably attributable to the 
terminated business activities. (60- 
232). <A disposition within a 12 
month period of all the assets of a 
corporation which retains its corporate 
charter, followed by the immediate 
reactivation of the corporation in an- 
other business by its former stock- 
holder does not’qualify as a “complete 
liquidation” for the non-recognition 
provisions of section 337. (60-50). 
If under a plan of complete liquidation 
pursuant to section 337, gains from 
the sale of corporate assets are not 
recognized, state income taxes on such 
gains may not be deducted in view of 
the limitation on the deductibility of 
expenses allocable to tax exempt in- 
come. (60-236). 


LOCAL TAXES 


The California cigarette tax is im- 
posed upon the distributor and is not 
a retail sales tax normally deductible by 
the consumer. (60-239). The 2% 
addition imposed by Wisconsin law 
on delinquent income taxes constitutes 
a nondeductible penalty. However, the 
1% per month interest charge is de- 
ductible since it is computed on the 
basis of lapse of time. (60-127). Simi- 
larly, the 1% per month addition on 
delinquent Illinois real estate taxes is 
deductible as interest, while the 12% 
addition imposed from date of for- 
feiture to the date of redemption con- 
stitutes a penalty. (60-128). 

Vermont taxes on cigarettes and 
tobacco products effective 7/1/59 are 
deductible by the consumer who pays 
the taxes to the retailer. (60-224). 


Similarly deductible by consumers are 
the New York State tax on cigarettes 
on or after 4/1/59, and the tax on 
tobacco products on or after 7/1/59 
(60-131); the Alabama tobacco taxes 
(60-165); and the Oklahoma alcoholic 
beverage tax. (60-166). 


MEDICAL EXPENSES 
Amounts paid by an adopting parent 
for medical services rendered directly 
to a child before its placement in the 
adopting parents’ home are deductible 
as a medical expense provided the child 
qualifies as a dependent at the time the 
medical services are rendered or the 
expenses are paid. (60-255). 


PARTNERSHIPS 


A newly formed partnership may not 
adopt a taxable year which differs 
from that of its partners simply be- 
cause it wishes to disclose the opera- 
tions for a full year in its first account- 
ing period, and wishes to make it more 
convenient for the partners to get the 
information to complete their individ- 
ual returns. (60-182). Where a newly 
formed partnership adopts a taxable 
year different from that of the principal 
partners and to which they are cur- 
rently changing, the partner’s short tax- 
able period required to effect the 
change must end on the last day of the 
partnership’s first taxable year whether 
or not such year is a year of 12 full 
calendar months. (60-268). A trans- 
fer of a limited partner’s interest in a 
partnership appurtenant to which is a 
right to share in unrealized partner- 
ship income reflected in installment 
obligations receivable by the partner- 
ship constitutes a transfer of a capital 
asset coupled with a disposition of 
such installment obligations, and to the 
extent of such disposition, gain is tax- 
able to the transferor as ordinary in- 
come. (60-352). In computing a part- 
ner’s distributive share of a cash basis 
partnership which is to be used to 
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determine the extent to which his dis- 
tributive share of partnership losses 
may be allowed unrecorded partner- 
ship liabilities are to be taken into 
account. (60-345). 


PENSION AND PROFIT SHARING PLANS 


An employees’ retirement plan in- 
corporated in a group annuity con- 
tract will not fail to qualify merely be- 
cause the contract contains a clause 
permitting suspension of payment of 
premiums based on future service, 
provided service annuity credits which 
are not purchased during a period of 
suspension will be subsequently pur- 
chased. Moreover, the suspension will 
not constitute a “discontinuance” if, 
as of the end of any contract year, the 
unfunded cost of all benefits thereto- 
fore credited does not exceed the ori- 
ginal cost of past service benefits. (60- 
167). The initial qualification of an 
otherwise qualified employees’ plan 
will not be affected by a provision call- 
ing for the return of the employer’s 
contributions to the plan in the event 
the plan should fail to qualify. (60- 
276). Nor will an employees con- 
tributory plan fail of qualification 
merely because it permits a partici- 
pant to withdraw prior to termination 
of employment an amount equal to his 
contributions plus interest actually 
earned thereon. The plan will not 
qualify if it permits the participant to 
withdraw interest at a rate in excess 
of simple or compound interest. (60- 
281). Similarly, a plan may contain 
a provision permitting participants to 
withdraw their voluntary contributions 
which are made in addition to their 
compulsory contributions where such 
withdrawals do not affect participation 
in the plan and no interest is allowable 
with respect to the contributions with- 
drawn either at the time of withdrawal 
or in computing benefits at retirement. 
(60-323). A trusteed pension plan 


involving integration with social secu- 
rity benefits will not meet the require- 
ments for integration, if the plan con- 
tains no limitation on the amount of 
excess earnings of the trust which may 
be credited to a participant’s account. 
(60-337). A provision for a death 
benefit in case of death after retire- 
ment equal to 50% of the salary in 
effect in the year preceding retire- 
ment, where the cost therefor is less 
than 10% of the pension plan costs, 
will not of itself disqualify a plan. (60- 
59). An employer’s contribution to 
an employees’ pension plan, covering 
supplemental benefits for retired em- 
ployees and the funding of the cost of 
all future service credits of present 
employees, would not be allowable 
in the single year when paid. The 
amount allowable as a deduction for 
the current taxable year should be 
determined by distributing the un- 
funded cost of past and current ser- 
vice credits over the period remain- 
ing until the normal commencement of 
retirement benefits to the employees. 
(60-132). An employees’ trusteed 
money-purchase pension plan provides 
that forfeitures arising from termina- 
tion of employment in an amount not 
in excess of one percent of the em- 
ployer’s contributions, shall be real- 
located to the accounts of remaining 
participants. The plan fails to qualify 
on the grounds that the benefits are 
not definitely determinable in that 
the fund’s forfeitures may be used to 
provide increased benefits for the re- 
maining participants. (60-73). Under 
the terms of a qualified plan, a partici- 
pant who terminates his service prior 
to becoming eligible for benefits has 
the right to take a lump sum distribu- 
tion at time of separation or leave the 
amount standing to his credit, at in- 
terest, for a period up to five years. If 
the latter election is made, and the 
employee within five years re-enters 
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the employer’s service, he will not lose 
prior service credits. Where an em- 
ployee-participant severed his connec- 
tion with the employer and elected not 
to withdraw the amounts accumulated 
in his account, such amounts are not 
“made available” until actually dis- 
tributed to him. The actual distribu- 
tion in one taxable year of the total 
amount standing to his credit at the 
date of termination of service will be ac- 
corded long term capital gain treatment. 
(60-292). Incidental life insurance 
protection may be purchased with 
current contributions. (60-83). Also, 
the fact that a participant receives a 
life insurance contract upon retirement 
and fails to convert it will not dis- 
qualify the plan if the paid-up contract 
is distributed in a lump sum distribu- 
tion on termination of his services. 
The entire cash value of the insurance 
contract plus the cash payment would 
qualify for capital gains treatment. 
(60-84). Accumulation of dividends 
on annuity contracts will not adversely 
effect a plan. However, the allowable 
deduction for the annual contribution 
must be reduced by the amount of divi- 
dends and interest earned in the cur- 
rent or next preceding taxable year. 
(60-33). “Mark ups” or “over- 
charges” paid to a cooperative by its 
members constitute “profit” for pur- 
poses of qualifying a profit sharing 
plan even though such charges are 
refundable to the members. (60-338). 
Provisions in a plan which defer the 
full vesting of participants’ accounts 
during a period in which employer 
contributions are suspended until the 
aggregate of all employer contribu- 
tions falls below three percent of the 
total compensation paid participants 
since the inception of the plan, are not 
acceptable. (60-2). 


PERSONAL HOLDING COMPANY 


A foreign corporation, the majority 
of whose stock is owned by five aliens, 


and holding securities in domestic cor- 
porations, is classifiable as a personal 
holding company even though the alien 
stockholders would not be subject to a 
surtax on distributed corporate earn- 
ings. It must file a form 1120NB to- 
gether with a schedule PH. (60-34), 
The service will follow the decision in 
Woodbury Farms (278 Fed (2d) 
333) wherein it was held under the 
1939 Code that a personal holding 
company may deduct the entire alter- 
native tax paid in computing the 
amount of its income subject to the 
personal holding company tax. (60- 
285). A licensed small loan company 
will not lose its exemption from the 
personal holding company provisions 
solely by reason of its adoption of a 
method of precomputing interest on 
loans as authorized by state law. (60- 
194). An informal agreement between 
a taxpayer and the Commissioner with 
respect to liability for personal holding 
company tax does not have the effect 
of a final closing agreement. (60-287). 
In the case of oil and gas producing 
properties, “lifting costs” (costs in- 
curred in the production of oil and gas 
after completion of drilling and before 
its removal from the property) are 
considered to be synonymous with 
“operating costs” and must be de- 
ducted from gross sales in computing 
gross income for determining personal 
holding company status. (60-344). 
A corporation computing its taxable 
income by taking into consideration 
the provisions of section 631(c) (re- 
lating to the computation of gain or 
loss on the disposal of coal) is not 
entitled to a deduction for percentage 
depletion in determining its undistri- 
buted personal holding company in- 
come. (60-283). 


PROCEDURES 


An employer may not withhold an 
amount less than that required by law 
notwithstanding the fact that his em- 
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ployee’s individual income tax liability 
for the year may be less than the 
amount required to be withheld. (60- 
220). The 50 percent fraud penalty 
is applicable to a deficiency assessed 
to recover an erroneous allowance of 
a tentative carryback adjustment 
where such allowance was induced 
by fraud. (60-215). In lieu of filing 
a separate return for each credit union 
under its supervision, the Bureau of 
Federal Credit Unions may annually 
file one group information return, 
Form 990. (60-169). A single Form 
990 may also be filed by a state agency 
having control and supervision of 
state-chartered credit unions. (60- 
364). An addition to the tax for 
underpayment of estimated tax by a 
corporation will not be asserted for 
failure to pay any installments when 
its prior year’s return reflects no tax- 
able income. (60-200). Where a tax- 
payer is charged interest on installment 
repayments of gross excessive profits 
under a price redetermination settle- 
ment with a governmental agency, the 
amount of the credit or refund allow- 
able as a result of the elimination of 
the excessive profit is to include an 
amount equivalent to the interest so 
charged. (60-99). A credit of income 
and excess profits taxes against profits 
on government contracts eliminated 
pursuant to renegotiation constitutes 
a “rebate.” (60-214). 


No authority exists for granting an 
extension of time within which a small 
business corporation may make an 
election not to be taxed as a corpora- 
tion. (60-183). The last possible date 
for making a change in elections to 
defer or expense exploration expendi- 
tures in connection with a mine or 
other natural deposit other than oil 
and gas for prior open years governed 
by the 1954 Code is May 2, 1960. 
(60-103). 


RESTRICTED STOCK OPTIONS 


The reduction of the option price of 
a restricted stock option to reflect the 
decrease in the market value of the 
stock of the granting corporation as a 
result of a subsidiary spin off consti- 
tutes a modification of the original 
option. The granting of a new option 
by the former subsidiary to preserve 
the economic benefit accruing to the 
optionee under his original option is 
not a substitution for the old option. 
(60-168). Rev. Rul. 59-243 held 
that a stock option which imposes 
upon the Commissioner the burden 
of determining whether the option 
price is more or less than 85% of 
fair market value of the stock will not 
qualify as a restricted stock option. 
This ruling will not be given retro- 
active effect prior to 7/20/59. (60- 
242). 


“SECTION 306” STOCK 


New preferred stock received pur- 
suant to a statutory merger by the 
holders of the old preferred of the 
surviving corporation does not consti- 
tute “Section 306 stock” where some 
of the holders also owned a small per- 
centage of the common stock. (60-1). 


SICK PAY 


A yearly bonus determined by com- 
pany profits and paid to an employee 
who was sick during the year, may not 
be prorated to attribute a portion 
thereof to the period of illness for the 
sick pay exclusion. (60-203). Regu- 
lar salary payments made to seamen 
who become disabled by sickness or 
injury in the service of their ships does 
qualify as sick pay. (60-219). 


STOCK REDEMPTIONS 


A corporation which had built up a 
large inventory and investment in se- 
curities distributed to its stockholders, 
after a steady decline in business, cash 
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realized from sales of securities and a 
large part of its inventory. The distri- 
bution is held to constitute a dividend 
rather than a partial liquidation as 
there was no genuine contraction of 
the corporate business. (60-322). For 
purposes of determining the tax conse- 
quences of a stock redemption, an es- 
tate is deemed to be the constructive 
owner of stock held by a residuary 
legatee up until the time the estate is 
finally closed, even though the estate 
has assets only sufficient to pay its lia- 
bilities. (60-18). No part of a dis- 
tribution in redemption of all the stock 
owned in a Canadian mutual invest- 
ment company which was taxed by 
the Canadian government as a divi- 
dend constitutes ordinary income. The 
capital gain or loss provisions apply 
with respect to such redemption. (60- 
192). 


TRAVEL EXPENSES 


An employee can deduct for ad- 
justed gross income nonreimburseable 
transportation expenses on one-day 
round trips as expenses of travel 
“while away from home” under 1939 
Code section 22n(2), notwithstanding 
the fact that such trips are not over- 
night trips. This problem does not 
arise under the 1954 Code since the 
deduction for such expenses are spe- 
cifically authorized under section 62 
(2)(C) (60-147). Expenses incurred 
by employed individuals in attending 
conventions or other meetings for busi- 
ness purposes are deductible for ad- 
justed gross income only if they repre- 
sent travel, transportation or reim- 
bursed expenses. (60-16). The Serv- 
ice has released an amended and sup- 
plemental schedule setting forth the 
maximum per diem rates in lieu of 
subsistence allowed governmental em- 
ployees for travel abroad. These rates 
are to be used as guides by nongov- 
ernmental employees in determining 


allowable foreign travel expenses 
which do not have to be specifically 
itemized or accounted for. (58-453, 
Supp. VI and VII). Payments of per 
diem and mileage allowance to em- 
ployees in excess of the prescribed rates 
for U. S. travel ($15 per day and 
12'2¢ per mile) will not be considered 
as equivalent to an accounting to the 
employer where the rates vary with 
grade or salary of the employee. How- 
ever, it is recognized that hotel and 
other costs in certain localities are 
higher than such costs in other local- 
ities and that reasonable tolerances in 
per diem allowances based upon such 
variations may be the basis for a rea- 
sonable business practice that will be 
considered equivalent to an account- 
ing. (60-282). Detailed information 
as to travel and other business ex- 
penses is required to be furnished by 
an employee to his employer for pur- 
poses of the “accounting” requirement. 
The determination of whether the em- 
ployer’s accounting procedures are ade- 
quate will depend on the facts and cir- 
cumstances in each case, taking into 
account the controls the employer 
maintains to insure that his employees 
are paid only those expenses which 
are ordinary and necessary. (60-120). 

In an exhaustive analysis, the Serv- 
ice discusses the deductibility of travel- 
ing expenses incurred by construction 
workers employed for various periods 
of time at points distant from the 
places where they maintain their resi- 
dences and usually work or make their 
employment contracts. A construction 
worker incurs deductible traveling ex- 
penses “while away from home” if he 
is able to show that he has a home 
for such purposes and that his employ- 
ment at a different location is only 
temporary and not of substantial dura- 
tion. Expenses may be treated as in- 
curred “in pursuit of business” if it 
can be said that they are incurred in 
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pursuit of the trade or business of the 
construction worker himself. (60-189). 
A new employee accepting full-time 
employment at the employer’s main 
plant for a test period of one year 
cannot deduct the cost of meals and 
lodging at the location of the main 
plant. Such location is considered his 
tax “home” regardless of whether at 
the end of the test period he is given 
a permanent position at the main plant, 
whether he receives a permanent as- 
signment to a branch plant in another 
city, or whether he is not retained after 
that time. (60-314). In determining 
the deductibility for travel expense in- 
curred in connection with educational 
expenses, taxpayer may select the insti- 
tution which best serves his needs 
whether foreign or local, a travel de- 
duction will not be denied merely 
because the institution of his choice 
resulted in greater expenditures than 
he would have made if he had at- 
tended another institution. (60-97). 


WESTERN HEMISPHERE 
TRADE CORPORATIONS 


Greenland is considered to be a 
country in North America for pur- 
poses of qualification. (60-307). In 
determining whether gain realized 
from insurance proceeds received for 
goods lost in transit constitutes income 
from sources within or without the 
U. S., the situs of the property at the 
time of the loss determines the source 
of the gain, not the residence status 
of the insurance company. (60-278). 


WHAT IS INCOME? 


Interest received on obligations is- 
sued by the New York State Housing 
Finance Agency is exempt. (60-248). 
Also, interest paid by a state in con- 
nection with the construction of a 
house for operation as a state institu- 
tion is excludable from the recipient’s 
income even though paid on an ordi- 


nary written agreement of purchase 
and sale. (60-179). Where securities 
of a municipality are originally issued 
at a price not less than par value and 
are subsequently acquired by a pur- 
chaser at a discount, such “market” 
discount is not in the nature of tax 
exempt interest. (60-210). 

Payments received for specified 
minerals, ores or concentrates from the 
General Services Administration pur- 
suant to domestic minerals purchase 
programs may not be excluded from 
gross income. (60-305). Similarly tax- 
able are payments and benefits re- 
ceived by farmers under the Soil Bank 
Act who comply with the requirements 
as to the reduction in acreage of spe- 
cified commodities. (60-32). 

The value of quarters and subsist- 
ance furnished by the National Guard 
to officers and enlisted personnel 
while on active duty, is not includible 
in gross income. (60-65). However, 
subsistance and rental allowances paid 
in cash to a contract surgeon, not a 
member of the uniformed services, 
constitutes wages. (60-66). Upon re- 
consideration, the service has with- 
drawn Rev. Rul. 59-409 which holds 
taxable as compensation the value of 
meals and lodging furnished wives and 
children of resident faculty members 
at a boarding school, and the value 
of the meals and lodging furnished 
the faculty members themselves, when 
students are not in attendance. (60- 
348). 

Payments by a school board to 
parents for transporting children to 
school where bus service is not avail- 
able, is not taxable, on the grounds 
that the reimbursement is for an ex- 
pense incurred on behalf of the school 
board which was obligated to furnish 
the transportation. (60-280). Reloca- 
tion payments received by individuals 
and families for their reasonable and 
necessary moving expenses are ex- 
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cluded from the recipient’s income to 
the extent used for the purpose for 
which provided. (60-279). Funds 
raised by an organization for the de- 
fense of an official involved in per- 
sonal litigation, and carried out for 
the professed purpose of counteracting 
unfavorable publicity to the organiza- 
tion, are includible in the official’s 
income to the extent actually spent in 
his legal defense. (60-14). Upon liq- 
uidation of a mutual irrigation com- 
pany, amounts distributed to a stock- 
holder in liquidation which represents 
a rebate of excess assessments in prior 
years are taxable to the stockholder 
as ordinary income only to the extent 
the deduction of the original assess- 
ment yielded a tax benefit. (60-49). 
Payments by an actors guild to movie 
actors appearing in televised motion 
pictures are not wages although in- 
cludible in gross income. (60-89). 
Income derived from a homestead al- 
lotted to a Cherokee Indian is exempt 
from tax as long as the homestead is 
held by the original allottee. (60-96). 
Even for 1939 Code purposes, where 
stock is repurchased and sold by a 
corporation for a wholly intracorpo- 
rate purpose with no element of spec- 
ulation or gain envisioned, the corpo- 
ration does not realize any income. 
(60-328). 


WHOSE INCOME? 


If a contract entered into between 
an inventor -and a manufacturer con- 


stitutes merely a license rather than 
a Sale, royalties accrued under the con- 
tract at the date of the inventor’s death 
constitute income in respect of a de- 
cedent. Payments accrued thereafter 
are ordinary income includible in the 
gross income of the recipient. (60- 
227). Where individual owners of the 
capital stock of a personal holding 
company transferred their stock to an- 
other wholly owned corporation, after 
notice of personal holding company 
liability but before the distribution of 
a deficiency dividend, such dividend is 
held to be includible in the individuals 
gross income rather than that of the 
second corporation. The motive for 
the transfer was that of minimizing 
taxes by attempting to take advan- 
tage of the 85% dividend received 
deduction. (60-331). Where a tax- 
payer transfers appreciated securities 
or other property to a tax-exempt or- 
ganization as trustee, and the trustee 
is under an express or implied obliga- 
tion to sell or exchange the transferred 
property and invest in tax-exempt se- 
curities, and then pay the income 
therefrom to the transferor for life 
with the trustee acquiring a remainder 
interest in the trust corpus, gain from 
the sale of exchange of the transferred 
property by the trustee is includible 
in the transferor’s gross income. (60- 
370). THE END 
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Control of Import-Export 
Company Inventory and 


Gross Profit 


By JacK GOLDNER, CPA 


Due to the complexities of foreign trade, most import-export mer- 
chants have unique accounting and auditing requirements. This 
article points out these peculiarities. Furthermore, it discusses 
the need of specialized import-export companies for close control 
of costs and inventories, and describes the methods by which 


this can be accomplished. 


The import-export companies that 
require the closest control of costs and 
gross profit margin, on individual 
transactions as well as on the total 
trading operations, are the specialized 
traders in commodities and certain 
general traders. This discussion is re- 
stricted to a description of the cost, 
gross profit, and inventory controls 
for these two types of merchants, and 
to the interim audit procedures that 
are useful in the maintenance and 
effectiveness of these controls. 
Although internal control is touched 
upon throughout the discussion which 
follows, it is not within the scope of 
this article. Moreover, the ensuing 
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The N. Y. State Society of Certified Public 
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Committee. He is also a member of the 
American Institute of Certified Public Ac- 
countants and of the American Accounting 
Association. Mr. Goldner is the author of 
“Accounting Manual for Export-Import 
Companies,” published by Matthew Ben- 
der & Co., Inc. in 1960. 


discussion relates solely to import 
transactions, but adaptation to exports 
is a simple matter. Certain trade 
characteristics are common in both 
types of import-export companies. For 
example, most of them, especially the 
traders in bulk commodities such as 
coffee, cocoa, gelatins, cotton, rubber, 
and others, seek to handle their trans- 
actions on a “back-to-back” basis. On 
this basis, the importer, as principal, 
purchases goods from a foreign ven- 
dor, to match a specific order of a 
domestic or foreign purchaser, to 
whom the goods are shipped directly 
by the seller. Thus each purchase is 
covered by a corresponding sale. 


Since goods are shipped from the 
seller directly to the purchaser, it fol- 
lows that the inventories of these im- 
porters consist mainly, if not wholly, 
of goods in transit. Furthermore, be- 
cause these goods have been sold, 
market fluctuations are not a factor 
in inventory valuations. 

Due to the relatively low margin of 
profit on each sale, traders must match 
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their costs and revenues on an in- 
dividual transaction basis. The inven- 
tories are invariably kept at their actu- 
al identifiable cost, by means of in- 
dividual cost and liquidation records 
for each contract. 


CONTROLS FOR SPECIALIZED 
IMPORTERS 

There are several variations in the 
methods and systems of cost and in- 
ventory controls used by commodity 
traders, but the basic requirements are 
essentially the same. 

For the specialized merchants in 
commodities, the following method 
has been found particularly satisfac- 
tory, accurate and efficient. 

The Transaction Folder. The start- 
ing point for the centralization and 
control of the revenue and cost items 
pertaining to an import order is the 
“transaction folder.” One is used for 
each individual contract. The folder is 
imprinted so as to disclose, on the 
outside, the data covering every opera- 
tion commonly involved in an import 
transaction, to wit: 


Order No. Buyer Terms 


































Insurance No. 
Received Documents 
a. Bill of 
Lading 
b. Consular 
Invoice 
Sent Documents to 
Bank 





Merchandise Confirmed 
Shipper Terms Destination 
Confirmed S/S 
Date Loaded Date Arrived 
Paid To Received from 
Shipper 
Proforma Customer 
Final Proforma 
Insurance Final 
Freight 
Customs 
Weighing, Taring & 
Handling Claim Filed 
Broker 
Bank Charges 
Others 
Ph > 
— Commissions 
Received Shipping 
Advice 
Mailed Shipping 
Advice 
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When an order is received from a 
customer, a clerk immediately heads 
up a transaction folder and assigns to 
it a consecutive transaction number. 
All the instruments and records per- 
taining to the transaction are stamped 
with the same number and are filed in 
the folder. A completed transaction 
folder usually contains most of the 
following items: 

a) Sales invoices—proforma, ad- 

ditional and final, 

b) Claims Receivable for shortages, 
damages to merchandise, or 
losses in transit, 

c) Purchase Invoices for the com- 
modity, proforma, additional 
and final, 

d) Bills and charges for: 


Inland Freight 
Other Insurance 
Sampling 
Storage 

Bank — Open, 
Amending and 


Ocean Freight 
Marine Insurance 
Inspection and 
Weighing 
Customs Duty 
Brokerage, (Com- 


missions) Closing L/C (Let- 
Bank Charges and ters of Credit) 
Interest Cablegrams and 
Consular Invoices Other Communica- 
Exchange (if any) tions 

(Currency conver- Document Stamps 
sion) Demurrage 


In addition, correspondence, copies 
of cablegrams and various documents 
are also included. Credits and charges 
are fastened on the right hand side; 
correspondence and documents are 
fastened on the left hand side of the 
folder. All the pertinent information, 
dates and amounts, are recorded on 
the face of the transaction folder as 
determined. This eliminates the ne- 
cessity for scanning the voluminous 
contents of the folder for information. 


THE LIQUIDATION SHEET 


The Liquidation Sheet or, as it is 
also referred to, the Transaction Sheet 
(see illustrative form), is the basic de- 
tailed record of each complete trans- 
action. An individual form is used 
for each contract. It serves two major 
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These categories represent the stage 
of completion of each transaction 
through which each Liquidation Sheet 
must ultimately be processed. 


CAUSES FOR DELAY OF 
LIQUIDATIONS 


Only completed contracts which 
have reached final settlement are con- 
sidered ready for liquidation (closing 
out). Delays in closing out are due 
to a number of circumstances. Some 
contracts call for the delivery of a 
specified quantity of a commodity, with 
a percentage limit for fluctuation in 
the quantity actually delivered. Cer- 
tain of these contracts specify that the 
amount paid the shipper will be based 
upon the landed or “outturn” weight 
(i. e., the weight as it turns out to 
be, regardless of the weight at the 
time of shipment) of the commodity 
delivered at the port of destination. 
Thus, the determination of the pur- 
chase cost must await the landing, 
weighing in and inspection of the mer- 
chandise. 

This type of contract is required 
when the exact quantities shipped are 
not known or cannot be determined 
until after the merchandise has been 
delivered to the port of destination. 
This is generally due to two condi- 
tions: there may not be any facilities 
for weighing or measuring the com- 
modity at the port of shipment and/or 
there may be a gain or loss in weight 
of the commodity while in transit due 
to dehydration, hydration, spoilage or 
pilferage. Where the commodity is 
weighed at the port of shipment, the 
outturn weight can be estimated with 
reasonable accuracy from tables based 
upon “normal” weight gain or loss 
experience. 

Where weight variations are anti- 
cipated the purchaser will make pay- 
ment in two instalments, the first pay- 
ment being based upon a specified per- 


centage of the contracted quantity pur- 
chased, while the second payment (i. e., 
the “final settlement” amount) is based 
upon the actual quantity delivered. It 
is not unusual for the determination 
of “final settlement” amounts to delay 
the closing of a trading contract for 
as long as three months or more. 


AUDIT TECHNIQUES 


As previously indicated, the Li- 
quidation Sheets in binders 1, 2 and 3 
are maintained and kept up to date 
by the client’s staff. However, these 
liquidation sheets are commonly under 
the direct control of the importers’ 
public accountants. They decide when 
the Sheets should be transferred from 
binder 1, where the transaction origin- 
ates, to binder 2 and finally to binder 
3 during the course of their monthly 
audits. The independent auditor checks 
first, in detail, the status of the Sheets 
in Binders 1 and 2, to determine the 
degree of completion of the contracts 
therein. Making a colored tick mark, 
the auditor checks to the Liquidation 
Sheets the entries from all journals of 
all items in the columns pertaining to 
cost and selling price. Any items re- 
corded in the journals but which do 
not appear on the Liquidation Sheets 
are entered by the accountant “short,” 
in pencil. Since these items have been 
entered in the books and have been 
posted to the general ledger during the 
period under audit, they are “ticked” 
on the Liquidation Sheets along with 
the typed items and are treated as 
regularly entered items. 

Liquidation Sheets which bear an 
authorized signature indicating com- 
pletion, and on which the sales, pur- 
chases and all other costs have been 
ticked by the accountant, are con- 
sidered ready for liquidation. The de- 
cision is up to the accountant. He 
must decide whether the estimated ac- 
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cruals inserted by a company execu- 
tive in pencil are reasonable and not 
too voluminous for the Sheet to be 
closed. The accountant must decide 
whether the amounts of certain usual 
small charges, for which bills have 
not as yet been received, can be es- 
timated with reasonable accuracy. It 
should be borne in mind that be- 
cause of the very low margin of pro- 
fit on an individual transaction a mis- 
sing item or an inaccurate accrual may 
convert a profit turn into a loss or 
vice versa. If the accountant decides 
that the transaction can be closed out, 
the Sheet is placed in binder No. 3. 


THE GROSS PROFIT DETERMINATION 


Since the Liquidation Sheets in bin- 
der No. 3 are “completed,” and the 
sale is considered fully consummated 
for bookkeeping purposes, the costs 
thereon are not included in the in- 
ventory. The debits and credits on 
each Liquidation Sheet are re-added by 
the accountant and by deducting the 
debits from the credits, the gross pro- 
fit on each transaction is determined 
and recorded. The gross profits earned 
within each accounting period are 
listed on the accountant’s Gross Pro- 
fit Worksheet, which usually is set up 
as follows: 


Gross PROFIT SCHEDULE—MONTH 








| 
| 


Sheet y | Transaction # | 
| a 
e | | 


“| Accruals 


Explanation 





Gross Profit 











Total Gross Profit for the month ................... 
Cumulative Gross Profit at end of (preceding month).................... 
Total Cumulative Gross Profit for the year to date........... ce eeseeeeeee . eee see 

















The total of the Gross Profit column 
in this schedule represents the gross 
profit for the month. When added to 
the cumulative total appearing on the 
preceding month’s gross profit sheet, 
as transferred to the current sheet, the 
gross profit for the year to date is 
arrived at. This cumulative gross 
profit, per Gross Profit Schedule, is 
then compared and reconciled with the 
Gross Profit on Trading Operations 
on the Income Statement for the year 
to date. 

The accrual column is a memo 
column in which all the necessary ac- 
cruals are recorded. These represent 
actual charges entered on the Liquida- 
tion Sheets, but which were not 
“ticked” by the accountant as they 
had not been entered in the books dur- 


ing the period under audit. In addi- 
tion, estimated accruals are also re- 
corded in this column, properly ear- 
marked. During the following month’s 
audit the accountant looks for the en- 
tries of the items covering the accruals. 
If found, they are “ticked” off the 
Liquidation Sheet. Each month the ac- 
countant prepares a Reconciliation of 
Gross Profit worksheet which deter- 
mines the variations between the pre- 
ceding month’s accruals and the ac- 
tual amounts. This schedule serves 
as an additional check on the cor- 
rectness of the Gross Profit figures. 


THE MERCHANDISE INVENTORY 


The amount of inventory is com- 
puted by the accountant on inven- 
tory worksheets set up as follows: 
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INVENTORY SCHEDULE AND DEFERRED SALES 
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From the liquidation sheets in the 
binders, “Not Liquidated” and “Li- 
quidated by Management but not by 
Auditor” (binders No. 1 and No. 2), 
the accountant transfers to columns 
1, 2 and 3 all individual ticked items, 
using as many lines for each trans- 
action as needed. The grand total 
of column 4 represents the total in- 
ventory as of the end of the month 
and of the period under audit. It is 
understood that, since the items not 
ticked on the liquidation sheets were 
not entered in the books, these items 
are not to be included in the current 
merchandise inventory. 

When preparing the merchandise 
inventory schedule the accountant 
often finds that although a transaction 
has not been completed, and the cost 
items appearing on the Liquidation 
Sheet have been included in the inven- 
tory, the sales proceeds have already 
been received from the customer and 
credited to sales. He therefore lists 
the amount so received in the “de- 
ferred sales” column opposite the pro- 
per transaction number and purchase 
amount. 


RECORDS OF GENERAL 
LINE IMPORTERS 


For the general import-export mer- 
chant trading in non-perishable goods, 
the system of costs and inventory con- 
trols is generally based on the same 
principles as for the specialized mer- 
chant in commodities. However, the 


individual shipments of the general 
import-export merchant are usually 
smaller and more frequent, and each 
shipment is complete. His items of 
cost are rarely as numerous as those 
of the commodity trader. Because of 
these differences it is usually too bur- 
densome and costly, and frequently un- 
necessary, for the general trader to in- 
stall and maintain a cost and inven- 
tory system quite as extensive as that 
of the specialized commodity mer- 
chant. 

The following system of cost and 
inventory control, for general impor- 
ters-exporters, has been found simple, 
effective and dependable. As in the 
case of the specialized trader in com- 
modities, it is also customary for the 
general import-export merchant to 
value inventories on a cost basis and 
to match revenues and costs on an 
individual transaction basis. However, 
only the large general import-export 
companies, especially those who deal 
in large individual shipments, use in- 
dividual, printed “Transaction Fold- 
ers” and elaborate printed “Liquida- 
tion Sheets.” The smaller import- 
export companies, and those with small 
but numerous individual transactions, 
often use the copy of the sales invoice 
for the compilation of the revenue and 
costs. 

Every month, as in the case of the 
specialized commodity trader, the ac- 
countant ticks from the books of ac- 
count to the sales invoices all the in- 
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dividual sales and purchase entries, 
and all other entries of direct cost ap- 
pearing thereon. Each current sale 
must have a corresponding purchase 
on the books, or else one must be ac- 
crued. Amounts accrued at end of the 
previous month, in the accountant’s 
working papers, are now ticked to the 


current purchase journal. The ship- 
ping and handling costs are handled in 
the same manner as the purchases. 
After the checking is completed, the 
accountant is ready to prepare the 
monthly gross profit schedule, break- 
ing down the gross profit by invoices 
as follows: 





Gross PROFIT SCHEDULE—( Month. ............::::cesecseeseeeees 1960) 
1 2 3 i ae 
Merchandise 


Sales Price | Explanation 


& Other Costs 


Gross Profit 








| 
Inv. # | | 
| 
| | 
| | 











The total of the gross profit column 
must equal the gross profit on the In- 
come Statement for the month. If it is 
desired to check the gross profit on the 
Income Statement for the year to date, 
it is necessary only to add the totals 
of the gross profit columns of all of 
the months. In addition to giving the 
trader the very much desired and ne- 


bined total for the month, this schedule 
provides a double check on the com- 
pleteness and correctness of the books 
with respect to the trading accounts. 
The accountant also prepares, 
monthly, a detailed inventory schedule. 
Such schedule, because of the type of 
business, rarely exceeds three or four 
pages on the columnar 9 x 14 ac- 





cessary gross profit information on the | countants’ work sheets. It contains 
individual transactions, and the com- the following columns: 
INVENTORY SCHEDULE—( Mont ............::cccsssceereeeseeeeeees 1960) 
Name of Current Inventory Previous Inventory 


Supplier 


oO 
Pp 
= 
oO 


Explanation | Purchases Other Costs) Month Purchases Other Costs 











ee. mae 





| 


} 








The inventory is divided into two 
parts, current, representing goods and 
costs acquired in the current month 
and previous, representing unsold 
goods previously acquired. The de- 
tails are obtained as follows: 

First the items in the previous 
month’s inventory are “ticked” against 
the related sales in the current month. 
Those so marked are crossed off and 
eliminated from the inventory sheets. 
The remaining items, if any, are then 
transferred to the new inventory sheet, 
to the columns headed “Previous In- 
ventory.” The current purchases are 
then “ticked” against the current sales 


and purchases not covered by sales 
are placed on the inventory sheets in 
the columns headed “Current Inven- 
tory.” All shipping and handling 
charges applicable to these inventoried 
purchases are listed on the current in- 
ventory sheet under “Other Costs.” 
The totals of the four columns rep- 
resent the total merchandise inventory 
at the end of the period under audit. 

The above outlines briefly two vari- 
ations of cost and inventory controls 
for commodity merchants and general 
import-export companies. For more 
detailed information and analysis of 
foreign trading operations, account- 
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ing systems and forms used, refer to  Inc., 253 Orange Street, Albany 1, 
the author’s “Accounting Manual for New York. (See book review N. Y. 
Export-Import Companies,” published Certified Public Accountant, April 
in 1960 by Matthew Bender & Co., 1960 issue, page 230.) THE END 





EDUCATION FOR TOMORROW 


“Education for tomorrow must place emphasis on the devel- 
opment of students’ thought processes—because what we know 
now will prove to be false, obsolete or otherwise insufficient. What 
is required is education in the liberal tradition, which has been 
defined as the fostering of a spirit of inquiry, the cultivation of 
judgment and imagination; humane feeling; a high code of per- 
sonal performance based upon an appreciation of human poten- 
tialities, and a capacity for continuing growth.” 


DEAN RICHARD DONHAM, 
THE CONTROLLER, December 1960 








N. Y. STATE SOCIETY OF CPAs’ 


Accountants Liability Insurance Plan 
RATES REDUCED 10% 


The steady growth in the number of subscribing firms and good loss 
experience since the new plan was announced in January 1959, 
permits this 10% reduction. 


Over 675 New York accounting firms are now benefiting by the 
broad coverage and exceptionally low cost of this important insur- 
ance available to members of the N. Y. State Society of CPAs. 


For descriptive brochure and premium quotation phone or write 


HERBERT L. JAMISON & CO. 


Administrators of the Plan 


270 MADISON AVENUE, NEW YORK 16 e MUrray Hitt 9-1104 
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Clerical Controls processing service makes the advantages 
. of automatic techniques available to 
Without EXPEN DING any company—large or small. 
for If your clients have no tabulating 
equipment, STATISTICAL provides 


slate the methods, manpower and machines 
Extra Facilities for processing reports on a pay-as-used 
basis. This gives management all the 
benefits of electronic data-processing 


without the expense of installing more 
equipment and hiring extra help. 








For clients with tab departments, 
STATISTICAL can help save time and 
money on overloads and special 
assignments, and supply computer 
service to tie in with conventional 
equipment for still greater economies. 
This computer service is also available 
for initial programming, for overloads 
or for continuing work that does not 
warrant a private installation. 








Ask for brochures covering 
these specific services: 
* Computer Service 
* Sales Analysis 
* Inventories 
: * Accounts Receivable and Payable 
ee -—_—_ — * General Accounting 
nee ar * Production Planning 
* Payroll 
* Insurance Accounting 
* Association Statistics 
* Market Research Tabulations 
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STATISTICAL 


TABULATING CORPORATION | Just write or phone 
Established 1933 : 
Digby 9-2424 


TABULATING » COMPUTING - CALCULATING 
TYPING + TEMPORARY OFFICE PERSONNEL 





100 Church Street, New York 7, N.Y. 
Phone: Digby 9-2424 


CHICAGO * NEW YORK * ST. LOUIS * NEWARK * CLEVELAND * LOS ANGELES * VAN NUYS 
KANSAS CITY * SAN FRANCISCO * PALO ALTO * MILWAUKEE * PHILADELPHIA * DALLAS * SAN JOSE 
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Correspondence between U. S. Senator Jacob K. Javits and the 
Committee on Federal Taxation of The New York State Society 
of Certified Public Accountants concerning an amendment of 
the law which would have prohibited the deduction for tax pur- 
poses of most business entertainment expenses. 


LETTER FROM SENATOR JAVITS 


July 25, 1960 


Gentlemen: 


During the Senate consideration of the Public Debt and Tax Rate 
Extension Act of 1960, an amendment was adopted which would have 
prohibited the deduction for tax purposes of most business entertainment 
expenses. This amendment was stricken out in the Conference between 
the two Houses and there was substituted for it a new section calling 
for studies by the Joint Committee on Internal Revenue Taxation and 
the Internal Revenue Service relating to this problem. 


During the debate on this provision, I stated to Senator Joseph Clark 
of Pennsylvania, the sponsor of the original amendment, that I would 
ask a number of leading public accounting firms in New York about 
this question, which has become a matter of major concern—it is claimed 
to be a multi-million dollar tax loophole. My particular interest lies in 
the determination of a fair and equitable way of dealing legislatively 
and administratively with the ordinary deduction as necessary business 
expense of entertainment, gifts, dues or initiation fees in non-professional 
organizations and similar items in order to avoid excesses and abuse. 


In view of the respected position of your Committee in the public 
accounting field, I would very much appreciate having your views and 
suggestions on this important economic issue. 

Best wishes. 

Sincerely, 


JacosB K. Javits, U.SS. 
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RESPONSE OF COMMITTEE ON FEDERAL TAXATION 


October 11, 1960 


Dear Senator Javits: 


This is in answer to your letter of July 25, 1960, addressed to the 
Committee on Federal Taxation of The New York State Society of Certi- 
fied Public Accountants, dealing with the deduction for tax purposes of 
business expenses for entertainment, gifts, dues or initiation fees in non- 
professional organizations and similar items (all of which are, for pur- 
poses of brevity, hereinafter referred to as entertainment expenses). We 
regret very much our delay in answering, which was attributable to the 
time required to coordinate the views of our committee on this important 
question. 

In considering the problem of entertainment expenses, one basic 
concept must be kept clearly in mind. There is no specific provision in 
the Internal Revenue Code dealing with entertainment expenses beyond 
that applicable to other business expenses. Such expenses are presently 
deductible under Section 162 of the Code which allows “as a deduction 
all the ordinary and necessary expenses paid or incurred during the tax- 
able year in carrying on any trade or business.” Therefore, under the 
statute as it exists, only those entertainment expenses which are ordinary 
and necessary in a taxpayer’s business may be deducted. It should also 
be noted that, in litigated cases, the courts have, generally speaking, 
applied this principal stringently. They have required the taxpayer to 
prove that the expenses were incurred, and that such expenses were 
necessary in the business and had a proximate relationship to the pro- 
duction of income. The portion of particular entertainment expenses 
applicable to the taxpayer personally has been disallowed. Where 
deductions have been based on estimates of expenses, even though 
of a type which is difficult or impossible to prove exactly, only small 
portions have been allowed. A case such as the famous African 
safari deduction which has received so much publicity simply does not 
represent the treatment generally given by the courts in this area. Inci- 
dentally, in fairness to the Tax Court judge who decided that case, an 
objective scrutiny of the facts indicates that it was a border line situa- 
tion. The Internal Revenue Service has acquiesced in the decision but 
narrowly limited its application. 

It is clear, then, that entertainment expenses are deductible only 
if they meet the same ordinary and necessary tests which apply to all 
business deductions. If any such expenses are deducted which do not 
meet the tests, but are nevertheless not detected by the Internal Revenue 
Service, we do not believe it is proper to state that a “tax loophole” exists. 
The problem in such a case is not to be found in the law, but in its 
enforcement. The same comment can be applied to many other provi- 
sions of the Code which are difficult to enforce, such as the deduction 
for dependents and the taxability of dividends and interest on bank 
accounts and other sources. 
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Since the same legislative and judicial tests apply to entertainment 
expenses as to other business deductions, any legislative limit on the 
deductibility of such expenses should have some justification. It is not 
enough to say that a loophole exists. If tax avoidance exists in this 
area, it is because of the difficulty of enforcement and not because of the 
statute itself, and such enforcement difficulties are equally applicable to 
many other tax provisions. It is true that expenses which are contrary 
to law are not deductible. But other expenses, such as kickbacks by 
opticians to doctors and administrative expenses of illegal businesses 
have been held to be deductible by the courts. If an entertainment 
expense is contrary to law, such as the purchase of liquor in a dry state, 
it is not deductible under the so-called “public policy” rule. 


It is probable that some elements of what, for want of a better term, 
we will call public morality has influenced thinking in this area. It is 
not difficult to be incensed at the thought of a group of businessmen 
being entertained at a nightclub or taken to the Kentucky Derby on tax- 
deductible expense accounts. But once again, we submit that the matter 
is one of enforcement and not a “loophole” in the law itself. 


It has been our experience that the large majority of entertainment 
expense situations which are properly looked on as abuses do not meet 
the ordinary and necessary tests and should be, and very often are, dis- 
allowed on examination. 


On the other hand, a great many taxpayers incur perfectly legitimate 
entertainment expenses which are completely in keeping with ethical 
standards and are both required by business needs and are modest in 
proportion to the business involved. We sincerely believe that it would 
be unfair and unjustified to change the law to the detriment of these 
taxpayers because of the publicity given to abuses in claiming deductions 
which are improper under current law. You should be interested in 
knowing that excessive deductions in this regard by closely held corpo- 
rations are not only disallowed to the corporation but also taxed to the 
individual accountable for the expenditures. This double impost, fre- 
quently as much and more than 100% in total, acts as a substantial 
deterent. 


In summary, we believe that the present law does not reqire change. 
As already interpreted by the courts, it gives the Internal Revenue 
Service adequate weapons with which to combat excesses and abuses. 
Any additional statutory limitation would operate unfairly against enter- 
tainment expenses which meet the statutory requirements. It would 
apply tests different from those applicable to all other types of business 
expenses. 


It would be helpful for us to comment briefly on the administrative 
problems and practices affecting entertainment expenses. There is no 
doubt that the proper enforcement of the law as we have outlined it 
creates a great deal of work for the Internal Revenue Service. In addition 
to the detection of abuses, there are many honest differences of opinion 














between revenue agents and taxpayers or their representatives as to 
whether an expense is “ordinary and necessary.” The Service’s job 
would, therefore, be made much simpler if the deductibility of entertain- 
ment expenses was limited or eliminated completely. Of course, the same 
statement can be made of all of the other deductions permitted by the 
Internal Revenue Code. Thus, the necessity of checking on dependent 
and charitable contribution deductions also imposes a burden on the 
Service. Nevertheless, if the present statute is proper, as we think it is, 
the administrative burdens flowing from it are another inevitable function 
of government in this complicated society of ours. Similar illustrations 
abound in the tax field. The Excess Profits Tax, for example, was cer- 
tainly as complicated and burdensome on administrative officials as any 
other revenue statute we can imagine, yet it was used in both World 
War II and the Korean War. As a second example, the entire concept 
of long-term capital gains is probably responsible for more serious tax 
litigation than any other problem area, yet it is not contemplated that 
capital gain taxation be eliminated. 


As a matter of actual practice, we know that the Internal Revenue 
Service is well aware of the abuses in the entertainment expense area, 
and is constantly striving to make its audit procedures as effective and 
as far reaching as possible. For the past couple of years, questions about 
reimbursed expenses have appeared on individual income tax returns, 
and 1960 tax returns will solicit additional information from employers. 
On the audit level, Revenue Agents are constantly being pressed to 
analyze and seek substantiation of entertainment expense deductions, 
even to the point where taxpayers with legitimate deductions may con- 
sider themselves as being overly harassed. As accountants dealing with 
this problem continuously, we assure you that the steps being taken by 
the Service are getting and will continue to get results. Furthermore, by 
words and action, the Service has indicated that it will continue to 
improve its practices and procedures until it has eliminated abuses in the 
deduction of entertainment expenses. 


For all of the above reasons, we are of the opinion that the present 
statute is satisfactory and need not be changed to deal specifically with 
entertainment expenses, and that the administration of the statute by 
the Internal Revenue Service is good and getting better all the time. 


We appreciate your inviting our views and hope they are of some 
help to you. If we can be of any further assistance to you in this matter, 
please do not hesitate to call on us. 


Very sincerely, 
COMMITTEE ON FEDERAL TAXATION 


ARTHUR Dixon, CPA, CHAIRMAN 
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SEN. JAVITS’ RESPONSE TO COMMITTEE’S LETTER 


October 28, 1960 


Dear Mr. Dixon: 


Thank you for your letter of October 11, 1960, expressing the views 
of the Committee on Federal Taxation of The New York State Society 
of Certified Public Accountants with respect to entertainment and gift 
deductions. 

I have read your comments most carefully, and you may be sure 
that I appreciate the careful study and consideration that went into them. 
I believe that the accounting profession is performing an important 
public service in its continued concern with problems such as these, 
and I assure you that I too shall continue to follow most carefully the 
progress of the Internal Revenue Service’s enforcement policy. 


Best wishes. 
Sincerely, 


Jacos K. Javits, U.S.S. 





ETHICS AND BEHAVIOR IN BUSINESS 


Is it an ethical problem for a small businessman to pay 
off a racketeer, so that his company will not be picketed or worse? 
Of course it isn’t. Unless an individual has been stunted in his 
ethical growth (and, unfortunately, in our time many people are 
just so stunted!), any individual engaging in such pay-off prac- 
tices knows that it is not right to do, however obliged he may 
feel to do it. 

In such situations as these, I say that the problem is one of 
behavior. Are we strong enough to live up to our own standards? 
Or, in the light of the realities of a given situation, are we in 
a position to do so? Let us be realistic about ourselves as well: 
most of us cannot be martyrs. Nor are these situations easy to 
deal with. We know that if we have high standards for ourselves 
in all aspects of life, as we ought to have, then each of us is con- 
stantly failing to live up to them. How can this be less so in 
business than in any other relationship? We have to be mindful 
of the fact, on which I have often remarked, that one cannot be 
an ethical businessman if he is not at least a businessman. To be 
sure, the conditions of doing business may sometimes be so 
unsavory to a person of sensitive conscience that he walks out of 
the situation and is done with it all. In that event, he may well 
save his own conscience. But he obviously has made no con- 
tribution to solving the ethical problems of businessmen by 
walking away from them. 


JEROME NATHANSON, Business Practices and Business 
Ethics, THE ETHICAL PLATFORM, March 27, 1960 
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Special Reports 


Issued September 1960 as Statement on Auditing Procedure 
No. 30 by the Committee on Auditing Procedure, American 
Institute of Certified Public Accountants, and subtitled “Re- 
sponsibilities and Function of the Independent Auditor in the 


Examination of Financial Statements.” 


The purpose of this statement is to 
clarify that section of the Codification 
of Statements on Auditing Procedure 
relating to the responsibilities and 
functions of the independent auditor in 
connection with his examination of fi- 
ancial statements. Since the issuance 
of the Codification in 1951, questions 
have been raised concerning the posi- 
ion taken therein regarding the re- 
sponsibility of the independent auditor 
for the discovery of fraud (including 
defalcations and other similar irregu- 
larities), and concerning the proper 
course of conduct of the independent 
auditor when his examination discloses 
specific circumstances which arouse 
his suspicion as to the existence of 
fraud. 

The committee on auditing proce- 
dure believes that clarification is best 
accomplished by a restatement of the 
pertinent section of the Codification. 
Accordingly, the section of the Codi- 
fication beginning on page 11 and end- 
ing at the top of page 13 is hereby re- 
vised as set forth in the following 
paragraphs: 


RESPONSIBILITIES AND FUNCTIONS OF 
THE INDEPENDENT AUDITOR IN THE 
EXAMINATION OF FINANCIAL 
STATEMENTS 


1. The objective of the ordinary 
examination of financial statements by 
the independent auditor is the expres- 
sion of an opinion on the fairness of 
their presentation. The report is the 
medium through which he expresses 
such opinion. This examination is 
made in accordance with generally ac- 
cepted auditing standards. Such stand- 
ards require him to state in his report 
whether, in his opinion, the financial 
statements are presented in accord- 
ance with generally accepted princi- 
ples of accounting and whether such 
principles have been consistently ob- 
served in the preparation of the fi- 
nancial statements of the current pe- 
riod in relation to those for the pre- 
ceding period. 


2. Management has the responsi- 
bility for the proper recording of trans- 
actions in books of account, for the 
safeguarding of assets, and for the 
substantial accuracy and adequacy of 
financial statements. The transactions 
which should be reflected in the ac- 
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counts and in the financial statements 
are matters within the direct knowl- 
edge and control of management; the 
independent auditor’s knowledge is 
limited to that acquired through 
his examination. Accordingly, even 
though the financial statements may 
show the influence of the independ- 
ent auditor (for example, as a re- 
sult of management’s acceptance of 
his advice), the statements are the 
representations of management. The 
independent auditor’s responsibility is 
confined to the expression of a pro- 
fessional opinion on the financial state- 
ments he has examined. 


3. In the observance of generally 
accepted auditing standards, the in- 
dependent auditor must exercise his 
judgment in determining the auditing 
procedures which are necessary in the 
circumstances to afford a reasonable 
basis for his opinion. His judgment 
is required to be the informed judg- 
ment of a qualified professional per- 
son. 


4. The professional qualifications re- 
quired of the independent auditor are 
those of a person trained and qualified 
to practice as such, but do not include 
those of a person trained for or engaged 
in another profession or occupation. For 
example, the independent auditor, in 
observing the taking of the physical 
inventory, does not purport to act as 
an appraiser, valuer, or expert in ma- 
terials. Similarly, although the inde- 
pendent auditor is informed in a gen- 
eral manner about matters of com- 
mercial law, he does not purport to 
act in the capacity of a lawyer and is 
entitled to rely upon the advice of 
attorneys in all matters of law. 


5. In making the ordinary exami- 
nation, the independent auditor is 
aware of the possibility that fraud may 
exist; financial statements may be mis- 
stated as the result of defalcations and 


other similar irregularities, deliberate 
misrepresentation by management, or 
both. He recognizes that any fraud, if 
sufficiently material, may affect his 
opinion on the fairness of the presen- 
tation of the financial statements, and 
his examination, made in accordance 
with generally accepted auditing stand- 
dards, gives consideration to _ this 
possibility. However, the ordinary 
examination incident to the expression 
of an opinion on financial statements 
is not primarily or specifically de- 
signed, and cannot be relied upon, to 
disclose defalcations and other similar 
irregularities, although their discovery 
may result. Similarly, although the 
discovery of deliberate misrepresen- 
tation by management is usually more 
closely associated with the objective 
of the ordinary examination, such ex- 
amination cannot be relied upon to 
assure its discovery. The responsi- 
bility of the independent auditor for 
failure to detect fraud (which respon- 
sibility differs as to clients and others) 
arises only when such failure clearly 
results from noncompliance with gen- 
erally accepted auditing standards. 


6. Reliance for the prevention and 
detection of fraud should be placed 
principally upon the maintenance of 
an adequate accounting system with 
appropriate internal control. The well- 
established practice of the indepen- 
dent auditor of evaluating the ade- 
quacy and effectiveness of the system 
of internal control by means of tests 
of the accounting records and related 
data and of relying on such evaluation 
and tests for the selection and timing 
of his other auditing procedures has 
generally proved sufficient for the 
purpose of expressing his opinion. If 
an objective of an independent audi- 
tor’s examination were the discovery 
of all fraud, he would have to extend 
his work to a point where its cost 
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would be prohibitive. Even then he 
could not give assurance that all types 
of fraud had been detected or that 
none existed because items such as 
unrecorded transactions, forgeries, and 
collusive fraud would not necessarily 
be uncovered. It is generally recog- 
nized that good internal control and 
fidelity bonds provide protection more 
economically and effectively. 


7. When an independent auditor’s 
examination leading to an opinion on 
financial statements discloses specific 
circumstances which arouse his sus- 
picion as to the existence of fraud, 
he should decide whether the fraud, 
if in fact it should exist, might be of 
such magnitude as to affect his op- 
inion on the financial statements. If 
the independent auditor believes that 
fraud may have occurred which could 
be so material as to affect his opinion, 
he should reach an understanding with 
the proper representatives of the client 
as to whether the independent auditor 
or the client, subject to the indepen- 
dent auditor’s review, is to make the 
investigation necessary to determine 
whether fraud has in fact occurred 


1In the case of fidelity bonds, protec- 
tion is afforded not only by the indemni- 
fication for discovered defalcations, but 
also by the possible deterrent effect upon 
employees; the presence of fidelity bonds, 
however, does not affect the scope of the 
ordinary examination. 


and, if so, the amount thereof. If, on 
the other hand, the independent audi- 
tor concludes that any such fraud 
could not be so material as to affect 
his opinion, he should refer the mat- 
ter to the proper representatives of 
the client with the recommendation 
that it be pursued to a conclusion. For 
example, frauds involving “lapping” 
accounts receivable collections, or 
frauds involving overstatements of in- 
ventory, could be material, while those 
involving peculations from a small 
imprest fund would normally be of 
little significance because the oper- 
ation of the fund tends to establish a 
limitation. 


8. The subsequent discovery that 
fraud existed during the period cover- 
ed by the independent auditor’s ex- 
amination does not of itself indicate 
negligence on his part. He is not an 
insurer or guarantor and, if his ex- 
amination was made with due pro- 
fessional skill and care, in accordance 
with generally accepted auditing stand- 
ards, he has fulfilled all of the obli- 
gations implicit in his undertaking. 


The statement entitled “Responsi- 
bilities and Functions of the Indepen- 
dent Auditor in the Examination of 
Financial Statements” was  unani- 
mously adopted by the twenty-one 
members of the committee. 
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New York State Tax Forum 


Conducted by PETER ELDER, CPA 


TAX STRUCTURE STUDY 
COMMITTEE REPORT 


In November 1960 this Department 
commented on an interim report issued 
in June 1960 by the Tax Structure 
Study Committee containing a series of 
recommendations with respect to the 
franchise tax on corporations. The 
Committee, operating under its ap- 
pointment by Governor Rockefeller in 
April 1959, issued a second interim 
report in December 1960 entitled “The 
New York City General Business and 
Financial Tax.” 

The latest report presents a basis 
for discussion between the representa- 
tives of the City, the Legislature, tax- 
payers, and the Committee’s staff with 
the hope that it will be possible to 
formulate concrete suggestions for ac- 
tion at the 1961 session of the Legis- 
lature. A review is made of the history 
of the tax and the more important 
problems that have arisen in levying, 
in administering and in complying with 
it. Some of these areas are discussed 
below. 

Tax Burden. In discussing the nature 
of the problem it is indicated that the 
justification of the gross receipts tax 
on the benefit theory of taxation is not 
necessarily equitable when considered 
on the basis of ability to pay. Under 
the benefit theory each firm must pay 





PETER ELDER, CPA, is chairman of our 
Society’s Committee on New York State 
Taxation. Mr. Elder is a member of the 
firm of Peat, Marwick, Mitchell & Co. 


a tax in consideration of the various 
City services, even if the firm operates 
at a loss. The tax places a heavy bur- 
den on the low mark-up, high-volume 
businesses. It is also indicated that 
the burden of the tax is not borne by 
the business upon which the united im- 
pact of the tax falls, but is passed on in 
the form of higher prices to the ultimate 
consumer, although it is difficult to 
trace with any certainty, the ultimate 
incidence of the tax. However, in many 
cases, in order to maintain a competi- 
tive position, the independent whole- 
saler-retailer combination must either 
absorb, in part or in full, the tax that 
is bypassed by larger organizations 
shipping goods into the City. The re- 
port notes “the fact that there is a con- 
stant flow of complaints from business 
people concerning this tax offers addi- 
tional evidence that some difficulty 
must be encountered in passing the 
burden on to the consumer.” 

In an attempt to find possible solu- 
tions to the problem, two broad ap- 
proaches are suggested: 


1. Retain gross receipts as the mea- 
sure of tax, with certain modifications, 
such as: 


e A differential tax rate—various in- 
dustrial groups might be taxed at rates 
that adjust for the fact that the profit 
on the same volume of sales differs 
among groups. 

e Lower rates for firms that show a 
loss (perhaps one-half the normal 
rate). 
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eExtending the applicability of the 
3-7 percent gross margin category. 


¢ Provision for optional basis of com- 
puting tax liability—the tax would be 
computed either on gross receipts or 
net income. 


2. Discard gross receipts as the 


measure of tax and in its place measure 
the tax on 


eNet income 
¢ Gross profit 


¢Value added, which the report de- 
fines as net sales less certain costs, 
such as, the cost of materials, supplies, 
fuel, purchased electrical energy and 
cost of contract work. 


Tax Administration. It is indicated 
that complaints concerning the admin- 
istration of the tax falls into two gen- 
eral categories. One category deals 
with specific improvements that might 
be made in administrative practices. 
These can be corrected by legislation. 

The second category concerns the 
basic philosophy of tax administration. 
Here it is stated that many taxpayers 
feel the tax is collected so zealously 
that they are being treated unfairly; 
also, that disputed questions in the law 
and regulations are invariably inter- 
preted against the taxpayer. In answer 
to these complaints City officials state 
that their job is to protect the interests 
of the City government. Some of the 
proposals offered to ease these prob- 
lems are: 


* Authorize the granting of extensions 
of time, not to exceed six months, for 
the filing of tax returns. 


*Limit the basic period in which 
gross receipts or gross income are 
measured to the calendar year preced- 
ing the due date of the return. This 
suggestion would eliminate the over- 
lap of periods so that a given receipt 


would not be used as a measure of 
tax liability once. 


¢ Require a business which ceases to 
do business between January 1 and 
June 30 to file a special return within 
30 days after cessation of operations 
and pay gross receipts or gross income 
tax on business done from January 1 
to date of cessation—under present 
law if a firm ceases to do business 
between July 1 and December 31, it 
must file a return and pay tax on re- 
ceipts from January 1, whereas if a 
firm ceases to do business during the 
first half of the year, no tax is due. 


e Allow a taxpayer to apply for a re- 
fund or tax credit within three years 
from the time the return was originally 
due, or within one year from the time 
any additional assessment was paid, 
whichever of such periods expires 
later. 


Tax on Financial Businesses. Other 
than the issue of the tax being greater 
than the tax on general business, al- 
though the report states there is con- 
siderable evidence to the contrary, the 
more important point is that dealers 
pay a tax on gross profit. Gross profit 
includes net capital gains but no de- 
duction is allowed for net capital 
losses. As possible solutions it is sug- 
gested that consideration be given to 
an allowable maximum deduction of 
net losses from the tax base, or permit 
losses to be carried forward for a stip- 
ulated number of years with provisions 
for writing off a limited amount of the 
losses carried forward against the capi- 
tal gains of a future year. 


Interstate Business. Since a Congres- 
sional committee is presently studying 
the tax effect on interstate business, it 
is indicated that any solution to the 
problems of the New York City tax 
must be fashioned in the light of what- 
ever develops on the national scene. 
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An analysis is made of the present 
allocation formula with the conclusion 
that while it has certain shortcomings, 
its bias is in favor of firms located in 
New York City; that is, firms with a 
large volume of wholly taxable re- 
ceipts. On the other hand, out-of-State 
firms, that is, firms with a large volume 
of nontaxable receipts, tend to be pe- 
nalized somewhat. While alternative 
formulae are discussed, such as the 
Massachusetts formula, or application 
of the allocation formula to total re- 
ceipts, we are advised that each alter- 
native must be reviewed and further 
analyzed with due consideration given 
to the economic effects, impact on tax- 
payers and revenue implications. 





It is hoped that constructive legisla- 
tion will emerge from the efforts of 
the Tax Structure Study Committee, 
whose Chairman is Joseph H. Murphy, 
President of the State Tax Commission. 


PERSONAL INCOME TAX LAW 


Reduction of Tax. During January 
1961 the Personal Income Tax Law 
was amended so as to add Section 
602a. This section provides for a 10% 
reduction of the personal income tax 
and is applicable to returns filed for 
the calendar year 1960, as well as re- 
turns filed for periods of less than a 
year ending in 1960, and returns for 
fiscal years filed during 1961. The 
10% reduction is subtracted from the 
tax due after having subtracted the 
statutory credits of $10, $12.50 or 
$25.00, and any other credit, or credits, 
authorized by the Tax Law. 


Declaration of Estimated Tax — 
1961. In connection with the tax 
reduction we have received a number 
of inquiries as to whether the 1961 
declarations of estimated tax may be 
based on the 1960 tax after the re- 
ductions and, if so, whether such esti- 


mated tax will be adequate so as to 
preclude the taxpayer from being liable 
for charges which could result from 
underestimation of tax. Mr. Benjamin 
Grund, President of our Society, in- 
quiried of Mr. Robert S. Lewiston, 
Chief Regulations & Interpretations 
Section of the Income Tax Bureau in 
reference to this matter, Mr. Lewis- 
ton’s reply is set forth below: 


“Gentlemen: 


You letter dated January 26, 1961, 
requests an interpretation of the un- 
derpayment provisions of Section 376 
of the Tax Law with respect to an 
estimate of 1961 New York State in- 
come tax, based upon the taxpayer’s 
1960 tax after deduction of the 10% 
reduction authorized by Chapter 2 of 
the Laws of 1961. 

Said Chapter 2 of the Laws of 1961 
added new Section 602a to the Tax 
Law to provide that the taxes imposed 
by Article 22 for certain taxable pe- 
riods are reduced 10%. For these 
taxable periods the tax for the pur- 
poses of Section 376 of the Tax Law 
is, therefore, construed to be 90% of 
the tax computed on the basis of the 
rate schedule contained in Section 602 
of the Tax Law. 

On the basis of the above, the 
Bureau holds that an estimate of 1961 
New York State income tax in an 
amount equal to the taxpayer’s 1960 
net income tax (after subtraction of 
the 10% tax reduction) will, unless 
an adjustment is required for personal 
exemptions, qualify as an adequate 
estimate to relieve the taxpayer from 
liability for additional charges due to 
underestimation.” 


Reporting Changes in Federal In- 
come (Individuals). Prior year New 
York State income tax forms for resi- 
dents and non-residents contain a ques- 
tion asking whether the taxpayer was 
notified by the U. S. Internal Revenue 


206 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT MARCH 1961 





as to 
iable 
from 
amin 
, in- 
ston, 
tions 
1u in 
ewis- 


961, 
- un- 
376 
0 an 
e in- 
yer’s 
10% 


2 of 


1961 
Fax 
yosed 
> pe- 
these 
pur- 
Law 
Zo of 
f the 
602 


the 
1961 
» an 
1960 
n of 
nless 
onal 
uate 
from 
le to 


 In- 
New 
resi- 
jues- 

was 
enue 





Service of a change in Federal net 
income during the year. A review of 
the 1960 tax forms reveals that the 
question no longer appears on the 
forms. However, as in prior years, the 
instruction sheets advise taxpayers 
concerning this matter. 

The information contained in tax 
packet IT-201-P, which covers instruc- 
tions for Forms IT-200, 201 and 208, 
states that “in the event the Federal 
Government changes the taxable in- 
come reported by you to the Internal 
Revenue Service, you are required to 
file complete information thereof with 
the State Tax Commission within 90 
days from the date of (a) the final 
determination of any such change, or, 
(b) any renegotiation agreement. Such 
notification must be submitted on State 
Tax Form IT-115 which may be ob- 
tained at the Albany office of the 
Income Tax Bureau or at any District 
office. If you file an amended Federal 
return reflecting a change in your tax- 
able income, you are required to file 
an amended State return within the 
next 90 days. Form IT-115 must be 
filed separately and not attached to 
any return. It must be accompanied 
by a remittance for the amount of any 
additional tax due.” Form IT-203-1, 
covering instructions for Forms IT-203 
and 209, contains similar advice but 
further states “the preceding require- 
ments for giving notification and filing 
an amended return are applicable only 
if the change, results of renegotiation 
or amended return relate to income 
taxable for New York State income tax 
purposes.” 

We have received a number of tele- 
phone calls concerning the “missing 
question.” It is our understanding that 
the question was omitted from the 1960 


forms because the State Tax Commis- 
sion has so improved its procedure of 
cross-checking with the Federal gov- 
ernment that it no longer will need to 
rely on voluntary reporting of changes 
in income by the Internal Revenue 
Service. 

It is interesting to note that while 
Section 659 of Article 22 contains 
language similar to that quoted from 
Form IT-201-P and IT-203-1, it also 
contains a clause not included in the 
instructions. The clause referred to 
follows the requirements that a tax- 
payer shall report a change within 90 
days after the final determination, etc., 
and reads “and shall concede the ac- 
curacy of such determination or state 
wherein it is erroneous.” Thus, once 
Form IT-115 is filed, the changes set 
forth therein would seem to be con- 
clusively correct so as to preclude the 
taxpayer from arguing the merits of 
such change, unless at the time of filing 
Form IT-115, the taxpayer states 
wherein the changes are erroneous. 
Furthermore, the mere filing of Form 
IT-115 does not mean that the Tax 
Commission must accept the changes. 
Reg. Art. 571-a, (e) states “The Tax 
Commission is not required to accept 
as correct any modification in net 
income as herein above set forth but 
may conduct an independent investiga- 
tion in regard thereto.” While this 
regulation was issued under Article 16, 
it would seem that it is applicable to 
Article 22, since Section 681 of Article 
22 appears to incorporate by reference, 
regulations issued under Article 16. 
With these thoughts in mind, perhaps 
the preparation of Form IT-115 war- 
rants more consideration than it has 
been given in the past. 
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Accounting and the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


QUESTIONS AND ANSWERS ON SEC PRACTICE (CONCLUDED) 


In this issue of The New York Certi- 
fied Public Accountant, we conclude 
the questions and answers relating to 
SEC practice that were begun in the 
January 1961 issue and continued in 
the February 1961 issue. As in the 
case of the previous issues, the answers 
to the questions are furnished by this 
department and are therefore unoffi- 
cial. 

Question 8: In the earning sum- 
mary contained in a new registration, 
to what extent is it permissible to de- 
viate from the historical earnings state- 
ments, for example, to eliminate the 
results of operations of subsidiaries 
which have been sold? 

Answer: The operations of the sub- 
sidiaries which have been sold should 
be included in the determination of 
consolidated net income or loss for 
the respective periods. On the other 
hand, in order for the summary to 
be most useful to the prospective 
investor, it is desirable to show the 
net income or loss of the sold sub- 
sidiaries on one line of the summary. 
This has the effect of high-lighting the 
operations of a subsidiary no longer 
included in the consolided group. If 
the reader wants to make a mental pro 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
COUNTING PRACTICE AND PROCED- 
URE. 


forma adjustment for such operations, 
he is free to do so. 

Question 9: A CPA is a director 
of a corporation that is registered with 
the SEC under the 1934 Act. Asa 
director, he is not independent under 
SEC rules in relation to the registrant. 
If he resigns as a director, would he 
be considered independent in the eyes 
of the SEC? 

Answer: Provided there were no 
other facts, circumstances or relation- 
ships that would create a doubt con- 
cerning the CPA’s independence, the 
accountant would be considered inde- 
pendent for periods subsequent to his 
resignation as a director. 

Question 10: A CPA’s relatives (in- 
laws and cousins, for example) own 
stock of his client. Does this cause 
the CPA to lose his independence in 
relation to this client? 

Answer: If the relatives are inde- 
pendent of the CPA and if they are 
the bona fide owners of the stock, we 
do not see why there should be any 
question of the CPA’s independence. 
If, however, the relatives are merely 
the owners of record, and the real 
owner—the beneficial owner—is the 
CPA or members of his immediate 
family, then the arrangement is a sub- 
terfuge and the CPA would be dis- 
qualified from certifying for SEC pur- 
poses. There are likely to be all sorts 
of relationships between members of 
a family group. In case of a close 
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question, we would play it safe: we 
would discuss the situation with the 
Chief Accountant of the SEC and ob- 
tain his informal opinion. 

Question 11: In his prepared talk 
(see The New York Certified Public 
Accountant, January 1961) Mr. Barr 
said that registrants and their account- 
ants frequently argue that since the 
company has never prepared con- 
solidated statements before, it need not 
do so now. This point, according to 
Mr. Barr, “often brings out the need 
for recasting financial statements to a 
common fiscal closing date, particu- 
larly in those situations in which a 
family group of companies is being 
put together preliminary to the public 
offering.” Does this mean that a filing 
will not be accepted if, for example, 
a parent company and its subsidiaries 
are on different fiscal years, even 
though an unqualified opinion is fur- 
nished by the CPA? 

Answer: No, it does not mean that. 
Rule 4.02 of Regulation S-X deals 
with consolidated financial statements 
and provides, in part: 

(b) if the statements of a subsidiary 

are as of a date or for periods 

different from those of the regis- 
trant, such subsidiary may be con- 
solidated only if all of the following 
conditions exist: 
(1) such difference is not more 
than 93 days; .. . 

We think Mr. Barr was concerned 
primarily with a group of companies 
having different fiscal years and under 
common control. Prior to a public 
offering, the companies are put into 
one pot by one means or another and 
prospective investors are offered a 
stake in the combined enterprise. For 


the purpose of the summary of earn- 
ings, the figures of the constituent 
companies should be recast, if possible, 
to a common fiscal year. There are 
cases, however, where for various rea- 
sons, it is not feasible or practicable 
to recast to a common fiscal year. 
In such cases, the SEC has accepted 
earnings summaries which combine 
different fiscal years of the under- 
lying constituent companies. In such 
cases, disclosure should be made of 
the different fiscal years which have 
been so combined. 

Question 12: In a registration on 
Form S-9 (for high grade debt securi- 
ties), the ratio of earnings to fixed 
charges is required to be shown. In 
a registration on Form S-1, this ratio 
is not called for. If, however, the 
ratio is voluntarily given in a filing on 
S-1, would fixed charges be required to 
be computed in accordance with the 
new definition of fixed charges con- 
tained in Form S-9? 

Answer: Inasmuch as the ratio ap- 
pearing in a prospectus filed with 
SEC is widely understood to be deter- 
mined on a prescribed basis, we think 
that if the ratio is volunteered in a 
case where it is not required, it should 
be computed on the basis of the 
ground rules established by the SEC 
in Form S-9. The use of any other 
formula for computing the ratio, it 
seems to us, would call for a detailed 
explanation of the method followed in 
making the computation so that the 
reader may be clearly informed that 
the ratio is not the one conventionally 
employed in an SEC prospectus. On 
balance we think this explanation is 
likely to be cumbersome and not 
worth the price of departing from the 
known SEC formula. 
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Administration of 


A CPA Practice 


Conducted by HERBERT G. WHITING, CPA 


TIME SCHEDULING 


All firms face the recurring problem 
of assigning men and scheduling repeti- 
tive engagements. We suspect that 
most firms meet’ the problem by having 
a partner or manager prepare rough 
schedules for several months in ad- 
vance to determine over-all manpower 
requirements. These rough schedules 
in turn form the basis for more accu- 
rate weekly or monthly assignment 
sheets. 

Recently a colleague sent us a copy 
of a memorandum addressed to the 
senior staff men in his firm. The memo, 
which describes their assignment rou- 
tine, is most interesting in several re- 
spects. It is reproduced below: 


(1) Assignment of seniors to jobs 


has been made by the partners. Your 
jobs are shown on the enclosed list. 


(2) You now have the opportunity 
to program the work assigned to you. 


(3) Your program will be posted 
to a combined program and any con- 
flicts in the use of personnel will be 
resolved by the partners after confer- 
ring with you and the other seniors 
involved. 

In programming your work, please 
use the enclosed forms. Retain one 
copy for your files and return one copy 
to the writer. Your own time should 
be programmed on the top line of each 
month; your assistants’ time on the fol- 
lowing lines. If you need more space 
use a second form. The form is in- 
tended to be marked as follows: 


STAFF PROGRAM 


v.E, 6/30/60 
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If you want specific individuals to 
assist you, use their names on the pro- 
gram, otherwise indicate the grade of 
help you want (i.e., junior, semi- 
senior, lo-senior, hi-senior) and an 
individual will be assigned when the 
combined program is prepared. Your 
program should account for all of your 
own time but only that portion of your 
assistants’ which is used on your jobs. 

Programming affords an opportunity 
to think ahead in the use of your own 
and others’ time in an orderly and 
economical manner. In doing this it is 
necessary to review past performances. 
In most cases, if not all, the jobs as- 
signed to you are ones with which you 
are familiar and you are therefore well 
equipped to make this review. The 
time you assign to your jobs should be 
not less (and if possible not more) 
than your best estimate of what will 
be needed to do the required work in 
conformity with the highest profes- 
sional standards. Ask yourself the fol- 
lowing questions with regard to the 
program for each client’s work: 


1. “If I were signing the certificate, 
would I feel comfortable and satisfied 
that the examination will be made in 
accordance with generally accepted au- 
diting standards?” 

2. “If the client knew as much 
about auditing and the proposed pro- 
gram as I do, would he feel that the 
work planned was sufficient without 
being excessive?” 

Before you can answer these ques- 
tions it will be necessary to review the 
working papers. This should be an 
ideal time to examine the audit pro- 
gram for each of your jobs, weed out 





HERBERT G. WHITING, CPA (N. Y.,, 
N. J., Mo.), is Chairman of the Committee 
on Administration of Accountant’s Practice 
of The New York State Society of Certified 
Public Accountants. He is a partner in the 
frm of Bacon, Taylor & Beairsto, CPAs. 


any duplication or other unnecessary 
work and strengthen all weak spots. 

Feel free to use the job time cards, 
individual time sheets for the current 
and prior years, and the current vaca- 
tion schedule. If the job is new to you, 
consult with the former senior or the 
writer. 

Work in the New York area should 
generally be programmed on the basis 
of a five-day, thirty-five hour week. 
During January, February and the first 
half of March this increases to a six- 
day, forty-eight hour week. Where it 
is the practice to work overtime while 
on the road, program such time to con- 
form to the custom. 

If you can anticipate possible con- 
flicts in the use of personnel and can 
eliminate them in advance by consult- 
ing with the other senior involved, do 
so. If you do not think you can com- 
plete and return your program by May 
16 or have any questions about the 
programming work, please let me 
know. 

As the year advances you may find 
it necessary to revise your program. 
Please keep the writer informed of all 
changes. 


(End of Memorandum) 


There are several obvious advan- 
tages to having senior staff men parti- 
cipate in setting assignment schedules. 
Those that come quickly to mind are: 

(1) The partner or sole practitioner 
limits his scheduling time to the impor- 
tant consideration of the in-charge 
senior. 

(2) The seniors automatically rate 
junior assistants’ capabilities by their 
requests for specific juniors and semi- 
seniors. 

(3) Each senior is made a part of 
the “management team.” 

(4) The man most familiar with the 
job requirements sets the initial time 
estimates. 
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TIME SAVING SUGGESTIONS 


Mr. Robert Beck, CPA, has written 
us to suggest that office and field time 
on repetitive engagements can be de- 
creased by using imagination and fore- 
thought. Some of his suggestions 
follow: 

(1) Pretyped reports — These can 
be typed in multiple copies at the of- 
fice. Preliminary planning will allow 
for necessary changes by allowing 
space for insertions. While in most 
cases only the exhibits and supporting 
schedules will be typed there may be 
sections of the report letter or com- 
ments which could also be pretyped. 
This procedure in many cases will save 
a staff man hours in the field. 

(2) In many cases pro forma trial 
balances and work sheets can be pre- 


only writes the journal entry at the be- 
ginning of a period. He then inserts 
the monthly or quarterly figures on the 
appropriate lines and in the proper 
columns. 

(4) The same procedure can be 
utilized for bank reconciliations, insur- 
ance write-off schedules and other 
repetitive schedules. 

(5) In many cases clients can be 
educated to accept in lieu of typed 
interim reports, reproductions of the 
report in pencil form. The time sav- 
ing in this situation is substantial as 
the time of a statistical typist is elimi- 
nated as well as the time spent in 
proofing and conforming the report. 
The pencil report layout can be such 
as to also use a columnar set-up where- 
by the monthly and cumulative figures 


— no. oOo 49m 


are inserted each month. This is most 
advantageous to the client as he has 
available on one sheet present and past 
operations for comparison purposes 
without the necessity to refer to prior 
reports. Needless to say this additional 
service is rendered without the expen- 
diture of additional time by the staff 
man. 


pared in advance at a great time saving 
either by pretyping or by use of a re- 
production process. It is only necessary 
to reproduce the repetitive written part 
of such schedules which may be glued 
or stapled to the regular work sheets. 

(3) By use of a columnar work 
sheet 12 columns or larger for repe- 
titive journal entries the accountant 


MEN vs. MACHINES 

Certainly it is easy and natural to conclude that a common 
objective of all managers is to reduce costs and/or increase profits. 
But managers with functional responsibilities may have radically 
divergent ideas about the definition of the costs or profits with 
which they are concerned. Even an improvement in the total cost 
or profit picture will not necessarily benefit a function or advance 
its relative position. Progress for the firm as a whole does not 
guarantee easy acceptance by managers who live within a system 
of rewards and penalties that uniquely depend on their positions 
in the organizational structure. 

Then there is the factor of resistance to change. One may 
hesitate to predict a revolt by management against machines, simi- 
lar to the classic rebellion of the Luddites against the introduction 
of textile machinery. But it requires no great reach beyond com- 
mon observation to anticipate a subtle withdrawal of support. This 
alone would certainly delay and attenuate the drastic changes in 
management’s status and significance that may be threatened by 
mechanized decision making. 


MELVIN ANSHEN, “The Manager and the Black Box,” 
HARVARD BUSINESS REVIEW, November-December, 1960 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss, CPA 


NEW YORK UNEMPLOYMENT 
INSURANCE TAX RATE COMPUTATION 
PROCEDURE 


By the end of March, employers 
covered by the New York Unemploy- 
ment Insurance Law will receive a 
notice of the contribution rate payable 
on taxable wages for 1961. The tax 
rates assigned to employers may be 
determined in any one of the following 
manners: 

1. The 3.3 percent rate will be 
assigned if the employer with his 
predecessors has been liable for con- 
tributions during six or fewer calendar 
quarters preceding calendar year 1961. 

2. The 3.3 percent rate will be 
assigned if the employer, with his pre- 
decessors, has been liable for contribu- 
tions during seven or more calendar 
quarters preceding the calendar year 
1961 and paid no remuneration during 
the fiscal year July 1, 1959 to June 
30, 1960. 

3. The 3.6 percent rate will be as- 
signed if the employer, with his pre- 
decessors, has been liable for contribu- 
tions during seven or more calendar 
quarters preceding the present calen- 
dar year, and (a) Such an employer 
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public practice in New York City. Dr. 
Ress was formerly a member of our 
Society's Committee on New York State 
Taxation and chairman of its Subcommittee 
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member of the Committee on Municipal 
and Local Taxation. 
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has not, prior to September 30th, 
1960, filed all contribution reports, or 
(b) His “employer account” had a 
negative balance on June 30, 1960. 

4. The 3.8 percent rate will be as- 
signed if the employer, with his pre- 
decessors, has been liable for contri- 
butions during seven or more calendar 
quarters preceding the year 1961 and 
his account has, on two or more suc- 
cessive June 30th’s immediately pre- 
ceding the current calendar year, had 
negative balances. 

5. A rate ranging from 1.5 to 3.5 
percent will be assigned, based on the 
“experience factor” of the employer 
and his predecessors during seven or 
more calendar quarters preceding the 
year 1961. 

Special Note. The aforementioned 
rates include a recently added sub- 
sidiary tax of an additional 0.6 per- 
cent, charged to all employers to re- 
plenish the General Account. 


TRANSFER OF EMPLOYER 
EXPERIENCE RATING STATUS 


A predecessor employer is one who 
transfers his entire organization, trade 
or business, or a segregable part of the 
organization, trade or business to an- 
other employer. The transferee takes 
over the transferor employer’s account, 
including its balance and all other 
aspects of its experience, either in 
whole or in part, depending upon 
whether there has been a complete or 
a partial transfer. The “employer 
account” taken over remains charge- 
able with respect to benefits paid after 
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the transfer, based on employment in 
the business by a benefit claimant prior 
to, as well as after the transfer. 

If only a segregable part of an or- 
ganization, trade or business is trans- 
ferred, the “employer account” balance 
and other aspects of experience are al- 
located to the transferee— 

1. In proportion to the payroll 
assignable to the transferred part 
during the last twelve completed cal- 
endar quarters before the date of the 
transfer, or 

2. In proportion to the number 
of employees assignable to the part 
transferred, if the transferred part 
was not in existence for twelve com- 
pleted calendar quarters before the 
transfer; or if the transferring em- 
ployer and the transferee jointly re- 
quest allocation according to the 
number of transferred employees 
and show that allocation according 
to the payroll would be inequitable. 
With respect to the calendar year in 

which the transfer occurred, the tax 
rates for the transferring employer on 
whatever payroll he retains and, for 
the transferee, on whatever payroll he 
takes over, are determined or redeter- 
mined as of the computation date— 
July 1 of the preceding year; and such 
rates apply to wages paid from the 
date of the transfer to the end of the 
calendar year in which the transfer 
occurred. 

With respect to the calendar year 
after the transfer, the tax rates of the 
transferor and the transferee are deter- 
mined as of the July 1st computation 
date in which the transfer occurred. 

Notice must be given to the Division 
of Employment before the end of the 
following year, for experience rating 
purposes, in the event of any transfer 
either in whole or in part. 

Bear in mind that Section 581.6 of 
the unemployment insurance law bars 
a revision or modification of an em- 


ployer’s contribution rate, either on his 
own application or by the Industrial 
Commissioner, for any calendar year 
after the expiration of the two calen- 
dar years subsequent to the calendar 
year for which a contribution rate 
correction or modification is sought 
unless it can be established that the 
employer filed false reports with intent 
to defraud. 


Transferee Litigation. Attention is 
also called to a case which was de- 
cided by the courts on the issue of the 
propriety of the charges made to an 
employer’s account for benefits paid 
to the employees of a _ predecessor 
employer. In the Matter of J. P. Stev- 
ens & Co., Inc., 282 App. Div. 976, it 
was held that the employer was cor- 
rectly chargeable with benefits paid to 
the employees of an employer that 
had sold all its assets in New York to 
J. P. Stevens & Co., Inc. The seller 
intended to discontinue all New York 
business, while the buyer only wanted 
to purchase the assets of the seller in 
New York but not to continue the 
seller's business. At the time of the 
transfer, all of the seller’s operations 
were not completely discontinued. Ser- 
vices of all its employees had not as 
yet been terminated. Winding up 
operations of the seller continued for 
about one and one-half months after 
the transfer date. Some of the em- 
ployees who collected benefits that 
were charged to the successor firm 
were separated from employment prior 
to the transfer date and some were 
separated by the successor employer 
thereafter. The “employer account” 
of the successor employer was ad- 
versely affected by the benefit pay- 
ments made to the claimants formerly 
in the employ of the seller. 

It was found by the Court that the 
Appeal Board had correctly applied 
Section 581.4 of the unemployment 
insurance law, dealing with the trans- 


214 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT MARCH 1961 


ee ea Le eh 





r on his 
1dustrial 
lar year 
D Calen- 
>alendar 
on rate 

sought 
that the 
h intent 


ntion is 
vas de- 
e of the 
> to an 
ts paid 
lecessor 
P. Stev- 
976, it 
as cor- 
paid to 
er that 
(ork to 
> seller 
vy York 
wanted 
eller in 
ue the 
of the 
rations 
J. Ser- 
not as 
ng up 
ied for 
s after 
ie em- 
s that 
r firm 
t prior 
. were 
ployer 
Sount” 
is ad- 
. pay- 
rmerly 


at the 
pplied 
yment 
trans- 





fer of accounts. There had been a 
transfer of the “organization, trade or 
business” as provided by statute, with 
the transfer of assets. 

It appears that if J. P. Stevens & 
Co., Inc. had deferred the transfer until 
after the seller had completed all its 
commitments and had separated all its 
employees, then the purchaser of the 
assets only might not have been 
deemed the successor of the seller and 
not charged with the benefit payments 
made to the former employees of the 
seller. 


COMPUTATION OF EMPLOYER’S 
EXPERIENCE FACTOR 


The employer’s experience factor is 
the sum of the “employer’s benefit 
factor,” the “employer’s quarterly 
factor,” his “annual factor’ and the 
“employer’s age factor.” The em- 
ployer’s contribution rate is obtained 
by comparing the score obtained from 
the sum of the aforementioned factors 
with the table set forth in Section 581.2 
of the unemployment insurance law 
under the appropriate “size of fund 
index” column. The “size of fund” 
index determines the scope of rates 
that may be assigned to employers. 
That depends upon the over-all ratio 
of the July 1st, 1960 balance in the 
Unemployment Insurance Fund with 
(1) the insured payroll for the calen- 
dar year 1959, or with (2) the aver- 
age insured annual payroll for the 
years 1957, 1958 and 1959, which- 
ever is greater. The formulae used in 
determining the scores for each of the 
factors are set forth in the Unemploy- 
ment Insurance Law. Section 581.1(g) 
states how the “employer’s benefit fac- 
tor” is determined and indicates how 
an employer may score from 0 to 16 
in this aspect of his experience rating. 
Section 581.1(h) explains how the 
employer may score for his “em- 
ployer’s quarterly factor” from 0 to 2 


points in computing the calendar year 
1961 rate. It is based on the sum of 
the quotients of quarterly decreases 
in remuneration with respect to the 
twelve calendar quarters commencing 
with the third quarter of 1957 and 
ending with the second quarter of 
1960. Section 581.1(i) sets forth the 
manner in which the “employer's an- 
nual factor’—the sums of the quo- 
tients of annual decreases of remunera- 
tion for the three fiscal years com- 
mencing July 1, 1957 and ending June 
30, 1960—is scored, so that an em- 
ployer may be credited from 0 to 2 
factor points in this respect. Section 
581.1(j) defines the “employer’s age 
factor.” It states that an employer 
who, together with his predecessor, 
had 13 years or more of coverage are 
entitled to 2 points; employers who 
were liable for contributions for nine 
years or more but less than thirteen 
years, are entitled to 1.5 points; em- 
ployers covered five years or more 
but less than nine years, are entitled 
to 1 point; and employers with less 
than five years of liability for unem- 
ployment insurance are entitled to 0.5 
point credit toward their experience 
rating score. 

Conclusion. The accuracy of the 
number of points scored and credited 
to an employer on the “Notice of 
Experience Rate” should be verified 
by the accountant. If found incorrect 
or subject to question, an objection to 
the assigned rate should be filed with 
the Division of Employment of the 
New York State Department of Labor 
—Unemployment Insurance Accounts 
Bureau, 800 North Pearl Street, 
Albany, New York. Similarly, if the 
weekly ‘Notice of Benefit Charges” 
(Form IA 96) is erroneous, an ob- 
jection should be filed with the Divi- 
sion of Employment to _ prevent 
unwarranted charges. 


PAYROLL TAX NOTES @ 215 








Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN. CPA 


Commentary 


— Committee on Federal Taxation 


Chairman, ARTHUR J. Dixon, CPA 


DECISIONS AND RULINGS 


EXCHANGE OF STOCK FOR 
STOCK-PLUS-BOOT 


Although the following case was 
decided under the 1939 Code the 
principles enunciated by the Ninth 
Circuit Court of Appeals would apply 
to the 1954 Code as well. To facili- 
tate and update references for the 
reader, the pertinent sections of the 
1954 Code are cited in lieu of those 
sections of the 1939 Code referred to 
by the Court. 

The facts are simple. The taxpayer 
transferred all of his stock in a wholly- 
owned corporation to another corpo- 
ration in exchange for cash and stock 
of the other corporation. The value 
of the 82,375 shares received by the 
taxpayer was $1,235,625, and the 
cash “boot” was $3,000,000. The tax- 
payer reported a capital gain on the 
transaction limited to the “boot,” while 
the Commissioner determined that the 
capital gain should be computed or 
the full amount received. 

The taxpayer based his case on 
Section 356(a)(1) which provides 
that if Section 354 would apply to an 
exchange but for the fact that other 
property or money were received, then 


the taxable gain shall be limited to 
the sum of money or value of other 
property received. Section 354 pro- 
vides that no gain or loss shall be rec- 
ognized if stock in a corporation which 
is a party to a reorganization is ex- 
changed solely for stock in another 
corporation which is a party to the 
reorganization. 

The Commissioner contended that 
for Section 354(a) to come into play, 
there must be a reorganization. In this 
particular case the controlling stat- 
ute defining reorganization is Section 
368(a)(1)(B) which requires “the 
acquisition by one corporation, in ex- 
change solely for all or a part of its 
voting stock of stock of another cor- 
poration. . . .” Since in this case the 
exchange was not solely for stock of 
the acquiring corporation, the trans- 
action did not meet the definition of 
reorganization and therefore Section 
354(a) could not apply; and conse- 
quently Section 356(a)(1) would not 
limit the recognized taxable portion of 
the transaction to the cash boot re- 
ceived. 


The Circuit Court upheld the Com- 
missioner’s position, reviewing, in its 
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opinion, the legislative history of the 
pertinent sections in order to deter- 
mine Congressional intent. 

As the Court stated, under this 
doctrine, Section 356(a) (1) can never 
“operate to render a stock-plus-boot 
acquisition a [368(a)(1)] (B) or 
(C) reorganization through a disre- 
gard of the existence of boot.” (Com. 
v. Grover D. Turnbow CA-9, 12/5/60 
reversing and remanding 32 TC 646). 


NET OPERATING LOSSES OF 
NON-CORPORATE TAXPAYERS 

Section 172(d)(4) provides that 
in a computation of a net operating 
loss for purposes of carry-over or 
carry-back by a non-corporate tax- 
payer, deductions which are not at- 
tributable to a taxpayer’s trade or 
business shall be taken into account 
only to the extent of gross income not 
derived from the taxpayer’s trade or 
business. 

In a recent case, a taxpayer claimed 
a deduction in 1947 for a net operat- 
ing loss carry-back from 1949, based, 
in part, upon the following deductions 
claimed in the year in which the loss 
arose; (1) Interest on federal income 
tax deficiencies for the years 1945- 
1947; (2) State income tax defi- 
ciencies and interest for the same years 
(3) State income tax for 1948 and 
(4) legal fees in connection with the 
state and federal tax cases. 

The taxpayer was engaged in busi- 
ness during the years 1945-1949 as a 
dealer in hides and skins and it was 
stipulated that both the federal and 
state income tax deficiencies were 
due to a determination that during the 
years 1945-1947 the taxpayer in his 
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business should have employed the 
accrual method. It was further stipu- 
lated that the state taxes for 1948 
were imposed in relation to business 
income. 

The Commissioner determined that 
the taxpayer was not allowed to de- 
duct the four items listed above in 
determining his net operating loss 
except to the extent that they offset 
non-business income. He claimed that 
none of the items were deductions 
“attributable” to the taxpayer’s trade 
or business. 

The Tax Court held that there was 
a close enough relationship between 
the items and the business to make 
them attributable to the business so 
that the taxpayer was entitled to de- 
duct the items in computing his net 
operating loss for 1949. The Tax 
Court, in its opinion, expressly over- 
ruled its decision in Wilma Aaron (22 
TC 1370) wherein it had held that 
“attributable to” means “caused by” 
or “owing to.” It relied on two sub- 
sequent decisions which had been 
upheld by the Courts of Appeal in 
which “attributable to” was more lib- 
erally construed. Since the deficiencies 
arose from adjustments to business 
income, they should be considered 
attributable to a trade or business. 
(Elmer Reise 35 TC—No. 61). 


VALUATION OF BONDS ACCEPTABLE 
AT PAR IN PAYMENT OF ESTATE 
TAX 

In the February 1960 issue, we re- 
ported that the District Court had 
overruled Rev. Rul. 156 (1953-2 CB 
422) and decided that U. S. Treasury 
bonds held by a decedent prior to her 
death, which were applicable at par 
in payment of estate taxes, were 
nevertheless to be included in the gross 
estate at their fair market value at the 
time of death. The Revenue Ruling 
provided that to the extent bonds 
could be used to pay estate taxes at 
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par value, the higher of par value or 
market value was to be used, while 
in the case of bonds in excess of such 
possible application, market value was 
to be used. 


The District Court reasoned that 
the Ruling created an anomaly since 
two identical bonds could not have 
different values for inclusion in gross 
estate. 

The decision was appealed and the 
Court of Appeals for the 2nd Circuit 
has reversed the lower Court’s deci- 
sion. It held that “all relevant facts 
and elements of value as of the valua- 
tion date should be considered” in de- 
termining the value at which an asset 





is to be included in a decedent’s gross 
estate. Thus, the market value of the 
bonds at date of valuation is only one 
element of value. If the market value 
is less than the par value, then the 
market value does not represent the 
value in the hands of the decedent's 
executor since he may apply the bonds 
at par value in payment of the federal 
estate taxes, even though he may not 
eventually do so. 

The Court of Appeals dismissed 
the “anamoly argument” of the lower 
Court by stating that the principal 
factor in the determination of value of 
property is the use to which it may be 
put. (Bankers Trust Co. Exr. v. U.S., 
CA-2, 12/12/60). 


COMMENTARY 


TREATMENT OF STATE INCOME 
TAX REFUNDS 


New York State taxpayers filing 
their 1960 Federal tax returns under 
the cash method may be faced with 
the problem of how to treat refunds 
of 1959 New York State income taxes 
received in 1960. And, of course, the 
same problem will arise more fre- 
quently in 1961 because of the New 
York State tax reduction. 


A New York State tax refund re- 
ceived in 1960 may be required to be 
included in gross income on the tax- 
payer’s 1960 Federal tax return. In 
no case, however, should a refund be 
applied as an offset against 1960 New 
York State tax withheld or paid as 
estimated tax, and which is taken as 
an itemized deduction on the 1960 
Federal return. The inclusion of the 
refund in gross income may affect 
other itemized deductions on the 1960 
Federal tax return. For example, it 
increases the limitation for charitable 
contributions. In addition, the in- 
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clusion of the refund in gross income 
could result in a change in the medi- 
cal expense deduction because of the 
percentage limitations based on ad- 
justed gross income. 

A refund of state income tax is re- 
quired to be included in gross income 
only if the taxpayer had itemized his 
deductions on the Federal income tax 
return for the year in which the taxes 
were paid. (Rev. Rul. 56-447). If 
the taxpayer did not itemize his de- 
ductions on his Federal income tax 
return for the year the taxes were 
paid but, rather, took the standard 
deduction or had his tax computed 
from the tax table, a different treat- 
ment is applicable. In this case the 
state tax refund is omitted from gross 
income, regardless of whether the tax- 
payer takes his itemized deductions or 
elects to take the standard deduction 
on the 1960 return. Nor is the tax- 
payer required to offset the refund 
against his 1960 deduction of state 
taxes paid for federal return pur- 
poses. 
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Furthermore, even if the taxpayer 
itemized his deductions in the year the 
refunded tax was paid to the State, the 
refund will constitute gross income 
when received only to the extent the 
prior deduction resulted in a tax bene- 
fit in the year deducted. 


REPLACEMENT OF PROPERTY AFTER 
INVOLUNTARY CONVERSION 


A member of our Society has sub- 
mitted the following interesting prob- 
lem: Mr. Enn owned two separate 
buildings, both of which were used in 
the trade or business. At different 
dates and in unconnected proceedings, 
both properties were condemned by 
the State. The condemnation award 
for one property was $40,000 and for 
the other $70,000. Can the taxpayer 
aggregate the separate proceeds of 
$40,000 and $70,000 and replace 
them by two separate purchases of 
$60,000 each, or $120,000? In effect, 
this would offset the excess replace- 
ment cost of one property ($60,000 
replacement as against $40,000 pro- 
ceeds), against the deficiency in re- 
placement cost on the other property 
($60,000 replacement as against 
$70,000 proceeds). 

There does not appear to be any 
direct authority applicable to this 
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problem. However, the Tax Court 
has held (and the Commissioner has 
acquiesced) that insurance proceeds 
of $100,000 received on the destruc- 
tion of building and machinery by 
fire were to be treated as proceeds of 
a single involuntary conversion, al- 
though the insurance company desig- 
nated $60,000 as being for the de- 
struction of building and $40,000 
for the destruction of machinery 
(Massilon-Cleveland-Akron Sign Co., 
15 TC 79). Consequently, there was 
no gain recognized when the taxpayer 
used $80,000 to replace the building 
and only $20,000 to partially replace 
the machinery. The Commissioner 
had contended that gain should be 
recognized on the machinery fire in- 
surance proceeds on the theory there 
were two separate replacement funds 
involved. 

If, as held in Massilon, a single 
replacement fund cannot be divided 
into separate parts, the Commissioner 
may contend that two separate replace- 
ment funds cannot be aggregated into 
a single fund. Therefore, it appears 
doubtful that the theory of aggregat- 
ing the replacement funds would be 
accepted as a basis for not recognizing 
gain on the $10,000 (of the $70,000 
fund) not reinvested. 

However, the recognition of such 
gain might be avoided by invoking the 
theory of Rev. Rul. 57-154. There, 
it was ruled that where the proceeds 
of an involuntary conversion of prop- 
erty consisting of a farm and a resi- 
dence were used to acquire an inter- 
est as a tenant in common in similar 
property, that such replacement quali- 
fied as a purchase of property similar 
or related in use to the property con- 
verted. Under this theory Mr. Enn 
could use the $40,000 fund to pur- 
chase a 4/6 interest in $60,000 par- 
cel of property, and then apply the 
balance of $10,000 from the $70,000 
replacement fund ($60,000 having 
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been used to buy the second parcel 
of property) plus his own money to 
purchase the remaining 2/6 interest. 
If all four pieces of property are re- 
lated in use, it appears that Mr. Enn 
has used the entire $70,000 to acquire 
property related in use to the property 
from which the $70,000 fund arose. 


SOME UNSETTLED PROBLEMS 
IN SECTION 381 


Prior to the enactment of the 1954 
Code there was considerable uncer- 
tainty as to the fate of various tax 
attributes of a corporation after a non- 
taxable liquidation or reorganization. 
Court decisions had resulted in con- 
flicting practices which placed great 
dependence on the form of a trans- 
action rather than its substance. 

Section 381 was enacted to end the 
uncertainty and to provide rules for 
the circumstances under which spe- 
cified attributes such as loss carry- 
overs, accumulated earnings and prof- 
its, etc., would be carried over from a 
corporation to its successor. The 
rules were intended to enable a suc- 
cessor corporation to step into the tax 
shoes of its predecessor. Tax results 
of a reorganization or liquidation 
would be permitted to follow the eco- 
nomic effects of a planned integration 
of two or more entities into a unified 
business enterprise. 

However, these desired effects were 
not obtained completely. For example, 
in the case of a corporate division, the 
Code requires an allocation of earn- 
ings and profits, but Section 381 does 
not permit any of the designated tax 
attributes to be carried over to the 
successor corporations. 

There are a number of tax attri- 
butes which are not covered by Sec- 
tion 381, and accordingly may not be 
carried over. For example, the suc- 
cessor corporation may not be per- 
mitted to continue amortization of an 
emergency facility, nor is it clear how 


220 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT MARCH 1961 





the successor stands with respect to 

































such attributes as the foreign tax credit 
or research expenditures. 


Another difficulty is presented by 
the operating rules set forth in Section 
381(b). One of the rules provides 
that the acquiring corporation may not 
carry back a loss for a period after 
the liquidation or reorganization to a 
year of the predecessor. Because of 
the broad coverage of Section 381, the 
subsection can cause results which 
may not have been intended by Con- 
gress. 

For example, assume that Corpora- 
tion X is merged into its parent, Cor- 
poration Y. The surviving corpora- 
tion would be subject to Section 381 
and there would be carryovers of 
earnings and profits, inventory meth- 
ods, pensions, etc. In the years prior 
to the merger, X had substantial in- 
come and Y had small profits. Two 
years after the merger, the surviving 
corporation has a substantial operat- 
ing loss directly attributable to X’s 
activities. Does Section 381(b) pre- 
vent a carryback to the pre-merger 
years? 

There are several cases decided 
under the 1939 Code which are in 
point. In F. C. Donovan, Inc., 261 
F. 2d 70 (ist Cir. 1958), and in 
Newmarket Mfg. Co., 233 F. 2d 493 
(1st Cir. 1956), the taxpayers were 
permitted to carryback post-merger 
losses to the pre-merger year of the 
component corporation whose business 
activities created the loss. This ap- 
proach is consistent with that taken 
by the Supreme Court in Libson 
Shops, 353 U. S. 382 (1957). The 
changes in corporate form are not as 
important as the continuation of the 
business which suffered the loss and 
had earned the income. 

Our example above is similar to the 
Donovan and Newmarket cases. It 
would seem that if this were decided 
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under the 1939 Code a carryback 
would be permitted. If Section 381(b) 
requires a different result, then this is 
surely a triumph of form over sub- 
stance, the very thing the 1954 Code 
was intended to end in this area. If 
there had been no merger X would 
unquestionably be permitted to carry- 
back its loss of the post-merger years 
to its profitable times. Nevertheless, 
because of the merger it appears that 
no carryback is permitted. It is 
doubted that this unfortunate result 
was intended. 


4 TWO YEAR CHARITABLE CARRYOVER 
MAY BE A FIVE YEAR LOSS CARRYOVER 


Prior to the Technical Amendments 
Act of 1958 it was thought that there 
was a possibility of a double deduc- 
tion for a charitable contribution 
through the interrelationship of the 
contribution carryover and the oper- 
ating loss carryover. 

The Senate Committee Report for 
that Act furnishes the following ex- 
ample of the law prior to its amend- 
ment. A corporation has a net operat- 
ing loss of $100,000 for 1954 which 
is a carryover to 1955. In 1955 the 
corporation has taxable income of 
$100,000 before allowance of a 
$5,000 charitable contribution made 
in 1955 and before application of the 
1954 operating loss carryover. The 
loss will first be applied to eliminate 
the $100,000 taxable income for 
1955, and the $5,000 contribution 
therefore will become a carryover to 
1956. However, in determining the 
amount of the operating loss of 1954 
which is absorbed in 1955, the chari- 
table deduction reduces taxable in- 
come to $95,000 so that only that 
portion of the 1954 loss is absorbed, 
leaving $5,000 available to be carried 
over to 1956. Consequently, it could 
be argued that there were $10,000 of 
deductions available, $5,000 by rea- 
son of a charitable carryover, and 


again $5,000 through an operating 
loss carryover. 

Under this circumstance, the Tech- 
nical Amendments Act eliminates the 
charitable carryover otherwise allow- 
able under Section 170 and in effect 
allows it as an operating loss carry- 
over under Section 172 of the Code. 
Since this section provides for a five 
year carryover of operating losses, it 
would appear that Congress, in at- 
tempting to close a possible loophoie, 
may have created an unintended bene- 
fit for taxpayers by lengthening the 
period in which unused charitable 
deductions may be absorbed. 

The above described situation oc- 
curs only when there is a charitable 
contribution in a profit year or years 
succeeding years in which there was 
an operating loss. 


PATRONAGE DIVIDENDS OF NON- 
EXEMPT COOPERATIVES 


Under the provisions of Section 521 
of the 1954 Code, only farmers’ co- 
Operatives are exempt from taxation 
subject to the rules of Section 522. 
Consumers (buyers) cooperatives, al- 
though not exempt under Section 
521, also can escape taxation by dis- 
tributing “true patronage dividends” 
in strict adherence to the rules laid 
down in Section 521. 

By distributing “true patronage 
dividends” to its members, a con- 
sumers cooperative’s taxable income 
can be reduced or eliminated entirely. 
Receipt of the patronage dividend by 
the cooperative member constitutes, 
in effect, a restatement of the cost of 
his purchases. Thus a cooperative 
buying organization comprised of in- 
dependent retail food marts, grocery 
stores or appliance shops can obtain 
the larger discounts and lower prices 
offered to large scale buyers and by 
distributive patronage dividends to its 
members eliminate its entire taxable 
income. 
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There are no statutory provisions 
either in the 1939 or the 1954 Inter- 
nal Revenue Code providing for the 
exclusion from income, or the deduc- 
tion of patronage dividends, refunds 
or rebates by a non-exempt consumers 
cooperative. It has, however, been the 
administrative practice of the Treas- 
ury Department for many years to 
permit the deduction of “true patron- 
age dividends” by non-exempt co- 
operatives. This policy has been based 
on the premise that these dividends 
were in reality merely corrective price 
adjustments received by the members, 
and should not be taxable to the co- 
operative (1.T. 3208, CB 1938-2, 
127). 

A number of court decisions have 
laid down some very definite rules 
which must be strictly adhered to in 
order for such distributions to qual- 
ify as “true patronage dividends.” A 
leading case in this area, Pomeroy 
Cooperative Grain Co., 31 T.C. 674 
(1958) Acq. CB 1959-2, 34, held 
that before a distribution could qual- 
ify as a “true patronage dividend,” at 
least the following three requisites 
must be met by the cooperative organi- 
zation: 

1. The allocation of patronage 
dividends must have been made pur- 
suant to a pre-existing legal obligation, 
e.g., by contract, provision in the cer- 
tificate of incorporation, etc. 
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2. The allocation must have been 
based on the profits or income arising 
out of the transactions with the in- 
dividual members. 


3. The allocation must be made 
equitably on a pro rata basis to all 
participants. 

If the distribution is made on any 
other basis, it would not qualify as a 
“true patronage dividend.” For ex- 
ample, a distribution on the basis of 
capital contributed by each member 
or predicated on a formula giving 
weight to the size of each member 
does not meet these requirements. 

Interestingly enough Section 522(b) 
(2) of the Code provides that “pat- 
ronage dividends refunds and rebates 
to patrons with respect to their pat- 
ronage . . . shall be taken into account 
in computing the net income (of a tax 
exempt cooperative) in the same 
manner as in the case of a coopera- 
tive organization not exempt under 
Section 521.” In order therefore, for a 
cooperative to come under the Treas- 
ury Department’s concept of “correc- 
tive price adjustments” it must operate 
under all of these strict rules or other- 
wise lose its preferential treatment. 

Although a non-exempt cooperative 
may not be subject to tax because it 
has no taxable income, it must still file 
its regular corporate tax return each 
year showing the patronage dividends 
as deductible expenses. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. “Situations Wanted” 10¢ a word, minimum 


$2.00. “Business Opportunities” 15¢ a word, minimum $3.00. 


Box number, when used, is two 


words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR REPLIES: pee number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, 


HELP WANTED 


Accountant or attorney wanted to become 
consultant on pensions, profit-sharing and 
all employee benefits. Contact David C. 
Rothman Company, 55 Liberty Street, 
New York City. 


SITUATIONS WANTED 


CPA, attorney, specializing in the tax field. 
Extensive experience in all phases of taxa- 
tion, with emphasis on tax research and 
planning. Desires per diem or fee work 
with other accountants. Box 2287. 

CPA, specializing in SEC work, registra- 
tion statements, etc. wishes per diem or fee 
work with other accountants. Box 2288. 


Accountant will do your year-end write-ups 
with the use of a punched tape adding 
machine which I own. Bahr OX 5-6893. 


CPA, attorney, lecturer in taxation, ex- 
tensive tax experience in planning and re- 
search, former revenue agent and technical 
adviser, seeks per diem arrangement. Box 
2289. 


CPA, member of Society, thorough and 
varied experience, seeks permanent per 
diem work. Box 2297. 


CPA, 15 years public experience, 37 years 
of age, seeks 6 days per diem, interested 
in eventual association. Box 2298. 

CPA, specializing in SEC work, registra- 
tion statements, etc. wishes per diem or fee 
work with other accountants. Box 2299. 


Public Stenographer specializing account- 
ants; flawless reports tax returns, latest 
model Bruning. Sally Steno, 421 Seventh 
Avenue. CHickering 4-0175. 


Temporary office help available, book- 
keepers, clerks, comptometer operators, typ- 
ists, statistical typists, stenographers, selected 
personnel. We pay social security, with- 
holding, disability unemployment, compen- 
sation payments. O’Neill Office Service, 277 
Broadway, N. Y. RE 2-0288. 


Accountants Reports, Tax Returns expertly 
typed on latest I.B.M. machines. Bruning 
reproductions by experts. Long, specialized 
experience insures our work to be attractive, 


distinctive and accurate. Free pickup and 
delivery service. Miss Claire, LE 4-8336. 


Financial administrator, seeking responsible 
position as advisor to top management. 
CPA. IBM and SEC experience. Currently 
with listed company. Box 2300. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, at either of 
these prestige locations, 550 Fifth Avenue 
or 510 Madison Avenue, including air- 
conditioned conference and reception rooms 
for interviews and audits, telephone and 
lobby directory listings, secretarial facilities. 
Air-conditioned offices and desk space avail- 
able. Fifth Avenue Office Service, Inc., 550 
Fifth Avenue, New York City 36, PLaza 
7-3638. 


Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- 
titioner, CPA, N. Y., N. J., AICPA, IE, 
MBA. Box 2290. 


Well Equipped CPA Firm will purchase 
all or part of the practice of overburdened 
or retiring accountants, substantial cash 
or attractive retirement arrangements will 
be offered. Box 2291. 


We Act As Your Secretary, mail telephone 
service, $5.00 per month mail and messages 
forwarded. Private desks and offices avail- 
able, convenient to all transportation. 
Abbott Service, 147 W. 42 St., Cor. B’way. 


For Rent, air-conditioned attorney’s suite, 
private rooms, recently completed, beautiful 
decor, facilities, extra space available during 
tax season, individual or small firm, mod- 
erate, WOrth 2-1655. 


Fireproof insulated legal and letter size 
filing cabinets, used, refinished like new, 
2, 3, 4 drawer. Krasilovsky, 170 Centre 
St., CAnal 6-2255. 

Substantial Cash Available for the purchase 
of a practice or individual accounts by ex- 
perienced CPAs. Box 2292. 

Space Available in offices adjoining those 
of medium size public accounting firm, com- 
mencing May 1, 1961. Both space and 
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BUSINESS OPPORTUNITIES 


service arrangements are flexible. 
communicate Box 2293. 


Small CPA Firm (4 men) needing more 
space, would like to join with another firm 
similarly situated for better utilization of 
midtown offices, perhaps share secretary and 
office facilities. Box 2294. 

Puerto Rico CPA partnership, members 
AICPA, PRICPA. Broad experience in 
auditing and Puerto Rico tax structure. Will 
act as correspondents for audits and special 
jobs of your Puerto Rico clients. Box 2295. 
California and N. Y. CPA, NYSSCPA, 
CSCPA, will represent you in the Los 
Angeles area. Box 2296. 

1960 Viking Reproducing Ma- 
returns. Sacrifice. 


Please 


For Sale, 
chine, translucent tax 
CO 7-9030. 


Florida and New York CPA, member 
NYSSCPA over 20 years, heavy diversified 


experience, available for special examing 
tions in South Florida. Joseph S. Swimme 
3119 Fillmore Street, Hollywood, Florid 


CPA, attorney, own firm seeks for growt 
an associate CPA, attorney with own pra¢ 
tice. Box 2301. 

CPA seeking prestige type office to sha 

with other CPAs. Box 2302. 

CPA, diversified accounting experience, 
seeks association with overburdened of 
retiring practitioner, per diem, percentagg 
of fee, or purchase of accounts arrange 
ment. Box 2303. 

CPA, excellent tax and accounting back 
ground, small but quality practice, timg 
available, partnership opportunity desired 
Box 2304. 

CPA, 37, Society award winner with heavy 
public experience, seeks partnership wifi 
overburdened practitioner or one consider 
ing retirement, substantial capital availabl 

Box 2305. 








NOTICE TO CLASSIFIED ADVERTISERS 


Effective with the May 1961 issue a new classification will be 
initiated—BUSINESS SERVICES. This category will include 
trade services (space rental, typing, etc.) theretofore included 
in BUSINESS OPPORTUNITIES. The latter category will be 
reserved for professional matters such as purchase of practice, 
association, etc. The rate for ads in both categories will be 
20 cents per word, with a $5 minimum. 
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EDWARD P. 
HUNERBERG, 
SECRETARY 
& OFFICE 
MANAGER of 
Supreme Steel 
Equipment Co. 


NATIONAL ACCOUNT. 
ING MACHINES are fast, 
flexible and accurate, 


THIS NATIONAL 
SYSTEM paid for 
itself in one year. 


“Our Accounting Srateen 
saves us 514,000 a year... 


returns 108% annually on investment!”’ 
—Supreme Steel Equipment Corp., Brooklyn, N. Y. 


“Before installing our National Accounting System, all billing and account- Your business, too, can benefit from 
ing was done by hand. The savings in time and money resulting from the the many time- and money-saving 
f Nati | Syst t din features of a National System. 
ge ch eal le dean clr agate 3 Nationals pay for themselves quickly 
legible and easily understood figures are aways available. Sales rep- through savings, then continue to 
resentatives get important selling statistics when they are most needed. return you a regular yearly profit. 
Time alone saved over our previous method amounts to $700 a month. Our —- FR enctny ype re opal 
: : : a ot : ization will protect this profit. Ask us 
flexible National System provides us with pre invoicing, customer history abou the: Mationnt Maslelasauea! hie 
card, sales analysis by customer and product, cash receipts and commission (See the yellow pages of your FRA 
statements. phone book.) 
‘These are only a few of the features T. 2, See cri 
and savings of our National System, $ ond Z 
which returns 108% annually on our in- 
vestment, a saving of $14,000 a year!"’ Secretary and Office Manager 





THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio 


1039 OFFICES IN 121 COUNTRIES 
77 YEARS OF HELPING BUSINESS SAVE MONEY 





“There is somethi 
that is much mo 
scarce, somethin 
rarer than abilit 


It is the ability tf 
recognize ability. 


Robert Hacer 


PERSONNEL AGENCIES 


130 WEST 42 STREET, NEW YORK 36, N.¥ 


LOngacre 4-383 


controllers 
treasurers 
internal accountants 
cost/budget men 
systems men 
tax men 
internal auditors 
office managers 
bookkeepers 

and, of course 
public accountants 
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DIRECTED BY A CERTIFIED PUBLIC ACCOUNT! 
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